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INTRODUCTION 


It  is  sometimes  said  that  we  do  not  know  enough  about  the  Amer- 
ican economy.  It  might  be  more  accurate  to  say  that  we  do  not  have 
enough  information  of  the  right  kind.  Certainly  there  is  no  shortage 
of  data— a  quantity  sufficiently  large  to  fill  a  fair-sized  library 
accumulates  nearly  every  month.  What  has  been  lacking  is  a  structure 
for  organizing  the  massive  quantities  of  facts  into  sunmary  form  so 
that  one  individual  with  limited  time  at  his  disposal  can  find  out  what 
he  wants  to  know.  Such  an  organizing  device  is  provided  by  the  national 
income  and  product  accounts  in  which  literally  millions  of  detailed  bits 
of  data  are  organized  into  an  easily  digested  summary  statement.  These 
accounts  are  well  suited  to  measure  the  output  of  final  products  and 
the  incomes  which  are  generated  in  the  production  process.  Other  im- 
portant information,  however,  will  not  fit  into  this  particular  mold 
and,  as  a  result,  cannot  be  satisfactorily  shown. 

Two  notable  examples  are  flows  of  intermediate  products  and  trans- 
actions in  financial  instruments.  The  former  are  not  shown  since  in  the 
income  and  product  accounts  attention  is  focused  on  final  products  only. 
The  latter  group,  which  includes  such  transactions  as  borrowing  and  re- 
paying, escapes  attention  in  that  neither  incomes  nor  products  are  direct- 
ly involved.   Input-output  analysis  may  be  viewed  as  an  attempt  to  supple- 
ment the  product  accounts  by  furnishing  information  about  the  flow  of 
Intermediate  goods.  Flow-of-funds  analysis  may  be  viewed  as  an  attempt 
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to  supply  financial  information  which  is  of  great  importanca  in 
analyzing  the  economy,  especially  with  respect  to  the  all -important 
savings-investment  process.  The  preparation  and  analytical  use  of 
these  various  measures  of  economic  activity  are  generally  called  social 
accounting,  national  accounting,  or  economic  accounting. 

There  is  still  another  large  body  of  data  which  as  yet  cannot 
be  accommodated  within  the  recently  expanded  framework  of  the  social 
accounts--namely,  balance  sheet  information.  Assets  and  liabilitias-- 
money  balances,  mortgage  debt,  consumer  credit,  for  example— all  play 
vital  roles  in  the  economic  affairs  of  the  modem  world,  yet  informa- 
tion regarding  these  factors  has  for  the  most  part  remained  outside 
the  growing  and  increasingly  well-organized  body  of  descriptive  and 
analytical  data  provided  by  the  various  social  accounting  systems. 

This  situation,  which  only  in  the  very  recent  past  has  begun  to 
be  corrected,  is  all  the  more  surprising  in  view  of  the  fact  that  we 
are  almost  daily  supplied  with  information  which  on  closer  examination 
turns  out  to  be  merely  a  part  of  the  national  balance  sheet.  There  are 
regularly  published  figures  for  the  federal  government's  outstanding 
debt  and  its  ownership,  the  money  supply,  bank  reserves,  mortgage  credit, 
security  credit,  consumer  credit.  Investments  abroad,  assets  of  insur- 
ance companies,  corporate  assets  and  liabilities,  consumer  assets  and 
liabilities,  and  farm  assets  and  liabilities— to  mention  only  the  more 
prominent  kinds  of  available  data.  We  are  frequently  left  with  the  un- 
fortunate impression,  however,  that  each  of  these  magnitudes  exists  in 
a  vacuum,  when  in  reality  each  is  only  a  part  of  the  over-all  national 
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structure  of  assets  and  liabilities.  Through  this  structure  the  eco- 
nomic life  of  the  nation  is  bound  together  as  surely  as  through  the  in- 
come and  expenditure  transactions  already  summarized  and  published  in 
the  income  and  products  accounts. 

This  study  is,  then,  a  continuation  of  and  a  supplement  to  recent 
work  aimed  at  filling  this  large  and  embarrassing  gap  in  our  economic 
statistics.  A  full  summary  of  prior  studies  in  this  area  is  not  attempt- 
ed, though  one  can  hardly  proceed  without  mentioning  the  name  of  Raymond 
W.  Goldsmith.  His  work,  more  than  that  of  any  other  person,  has  brought 
the  day  closer  when  national  balance  sheet  data  can  be  prepared  on  a 
regular  and  official  basis.  The  reader  is  referred  to  his  several 
studies  listed  in  the  bibliography,  of  which  his  exhaustive  savings  study 
is  perhaps  the  most  significant  contribution.   As  one  of  the  results  of 
this  and  other  works.  Goldsmith  has  prepared  national  balance  sheets  for 
benchmark  dates  from  1900  forward,  the  latest  published  one  appearing  in 
the  thirty- seventh  annual  report  of  the  National  Bureau  of  Economic  Re- 
search.   Another  of  his  articles  contains  a  summary  of  past  work  in  the 
field  of  balance  sheet  or  wealth  statistics,  which  is  one  of  the  reasons 
why  such  a  summary  is  not  attempted  here."'  The  other  reason  is  that 


^Raymond  W.  Goldsmith,  A  Study  of  Savins  in  the  United  States 
(3  vols.;  Princeton:  Princeton  University  Press,  1953). 

2 
National  Bureau  of  Economic  Research  37th  Annual  Report  (New 

York:  National  Bureau  of  Economic  Research,  1957). 

^Raymond  W.  Goldsmith,  "Measuring  National  Wealth  in  a  System  of 
Social  Accounting,"  Studies  in  Income  and  V/ealth.  Vol.  XII,  by  the  Con- 
ference on  Research  in  Income  and  Wealth  (New  York:  National  Bureau  of 
Economic  Research,  1950) . 
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Goldsmith's  work  virtually  eclipses  anything  done  in  the  past,  at  least 
with  respect  to  figures  for  the  United  States. 

As  the  reader  may  surmise,  much  of  the  present  study  covers  ground 
that  has  already  been  subjected  to  some  exploration— some  intensive,  some 
cursory.  The  study  is  primarily  concerned  with  examining  and  adding  to 
the  conceptual  structure  within  which  national  assets  and  liabilities  are 
measured.  It  should  be  stated  that  the  study  is  not  primarily  concerned 
with  collecting  balance  sheet  data  or  with  some  of  the  baffling  problems 
which  confront  the  would-be  collector.  As  one  can  well  imagine,  there 
is  ample  scope  for  several  studies  in  this  area  alone.  It  is  probably 
fair  to  say  that  the  task  of  gathering  and  refining  the  necessary  balance 
sheet  information  on  a  continuing  basis  is  well  beyond  the  resources  of 
an  individual  investigator.   It  is,  of  course,  necessary  to  introduce 
figures  into  the  study,  which  figures  are  drawn  from  a  variety  of  sources. 
The  writer  acknowledges  his  complete  dependence  upon  other  investigators 
for  such  figures  as  are  available  and  his  use  of  some  rather  crude 
guesses  for  figures  which  are  not  available.  The  results  do  not  pretend 
to  attain  the  degree  of  accuracy  achieved  in  officially  prepared  and  pub- 
lished figures,  but  they  do  illustrate  the  concepts  which  have  been 
developed. 

One  of  the  recurring  themes  of  the  study  is  the  development  of  an 
integrated  social  accounting  system.  As  the  writer  envisions  such  a  sys- 
tem, it  would  involve  the  preparation,  on  a  mutually  consistent  and  inter- 
related basis,  of  statements  for  national  income  and  product,  flow-of- 
funds,  balance  of  international  payments,  the  national  balance  sheet,  and 
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input-output.  There  are,  needless  to  say,  some  people  who  doubt  the 
x^risdom  of  trying  to  integrate  into  one  system  these  various  approaches 
to  measuring  macrosconomic  activity.  This  is  one  controversy  the 
inciter  prefers  not  to  enter:  he  admits  to  a  bias  in  the  opposite  direct- 
ion. It  seems  relevant  to  observe,  however,  that  a  fully  integrated  set 
of  accounts  imposes  a  discipline  on  each  of  the  components  -which  has 
heretofore  been  lacking  in  that  each  statement  must  relate  satisfactorily 
to  the  others. 

It  would  seem  appropriate  that  a  writer  who  proposes  to  devote  an 
entire  study  to  the  development  of  a  national  balance  sheet  should  begin 
by  justifying  his  efforts  through  a  clear  demonstration  of  the  need  for 
such  a  statement  and  a  description  of  some  of  its  possible  uses .  These 
steps  are  not  taken  for  several  reasons.  One  is  that  any  study,  if  it 
is  to  be  held  within  manageable  bounds,  must  proceed  on  the  basis  of 
certain  assumptions;  there  is  simply  not  enough  time  to  try  to  prove 
everything.  One  of  the  assumptions  upon  which  this  study  is  built  is 
that  a  national  balance  sheet  will  provide  useful  information,  the  value 
of  which  will  more  than  offset  the  trouble  and  expense  involved. 

Another  reason  for  the  omission  of  a  long  justification  is  that 
others  have  already  made  what  to  the  writer  is  a  conclusive  case.  As 
evidence  there  are  offered  some  quotations  from  a  recent  report  on  the 

state  of  the  nation's  economic  accounts  and  some  related  testimony  before 
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a  Congressional  subcommittee.   Tlie  report  and  the  accompanying  expert 

4 
U.S.  Congress,  Joint  Economic  Committee,  Subcommittee  on  Economic 

Statistics,  The  Rational  Economic  Accounts  of  the  United  States.  Hearings, 

85th  Cong.,  1st  Sess.,  October  29  &  30,  1957  (Washington:  U.S.  Government 


testimony  reconmended,  among  other  things,  the  beginning  of  official 
work  on  a  national  balance  sheet.  A  few  relevant  quotations  follow: 

The  committee  feels  that  as  part  of  a  long-range  program 
of  improvement  and  expansion  of  our  system  of  national  accounts 
the  development  of  cojiprahensive  and  consistent  national  aud 
sectoral  balance  sheets  on  a  regular  periodic  (if  possible 
annual)  basis  should  be  taken  in  hand  as  soon  as  feasible. 

The  committee,  however,  recognizes  that  there  are  still  so 
many  unresolved  conceptual  problems  in  this  field  and  that  the 
estimates  are  in  many  cases  necessarily  still  so  rough  that  the 
next  step  should  not  be  the  immediate  attempt  by  a  Government 
agency  to  develop  balance  sheets  or  even  national  wealth  state- 
ments. It  seems  to  the  committee  that  this  is  the  field  for  a 
thorough  study,  exploratory  and  experimental  in  part,  possibly 
by  one  of  our  private  research  institutions, 

\Je   are  convinced  that  the  development  of  a  flexible  inte- 
grated system  of  national  accounts  comprising  the  national  in- 
come accounts,  the  money-flow  statements,  the  input-output  tables, 
the  balance  of  payments,  and  the  national  balance  sheet,  is  the 
most  important  long-range  objective  in  this  field. ^ 

More  recently  it  has  become  obvious  that  the  flow  of  funds 
structure  is  not  sufficient  to  analyze  many  of  these  problems, 
and  that  we  are  going  to  need  information  on  the  assets,  liabilities, 
and  liquid  positions  of  various  sectors  of  the  economy  in  order  to 
make  a  more  adequate  appraisal  of  inflationary  pressures  and  the 
problems  of  full  employment  ."^ 

National  balance  sheet:  In  view  of  my  long-term  interest  in 
this  relatively  neglected  field  of  social  accounting,  I  approve 
the  committee's  recommendation  that  work  begin  as  loon  as  feasible. 


Printing  Office,  1957).  This  publication  is  referred  to  in  the  follov;- 
ing  paragraphs  as  "Hearings," 

^From  the  report  of  the  National  Accounts  Review  Committee, 
National  Bureau  of  Economic  Research,   Ibid.,  p.  256, 

^rom  a  statement  by  Raymond  W,  Goldsmith,  Chairman,  National 
Accounts  Review  Committee.  Ibid,,  p,  6, 

From  a  statement  by  Richard  Ruggles,  Professor  of  Economics  at 
Yale  University,  Ibid,,  p.  23, 


page  XIV-16.  In  fact,  I  consider  this  a  project  of  greater 
urgency,  and  raise  the  question,  "When  do  we  begiD,?"8 

Before  proceeding  to  a  brief  preview  of  the  contents  of  the  study, 
it  is  appropriate  to  concentrate  attention  for  a  few  moments  on  some  of 
the  basic  terms  \^ich  appear  immediately  and  which  recur  throughout. 
One  such  is  the  notion  of  an  economic  unit,  by  which  is  meant  any  indi- 
vidual or  group  of  individuals  who  act  as  a  unit  in  making  economic  de- 
cisions—selling, earning,  spending,  saving,  and  the  like.  The  family 
(or  one  of  its  variants)  is  an  economic  unit,  as  is  U.S.  Steel  or  the 
federal  government .  The  principal  economic  units  for  the  purposes  of  this 
study  are  households  (or  families  or  speading  units),  business  firms, 
non-profit  organizations,  and  governments. 

Another  fundamental  concept  is  that  of  sectors  in  the  economy. 
Whatever  the  values  of  macroeconomic  analysis  (and  in  the  writer's 
opinion  they  are  considerable)  one  does  not  proceed  very  far  before  the 
need  for  some  disaggregation  becomes  apparent.  If  disaggregation  pro- 
ceeds all  the  way  down  to  the  individual  economic  unit,  we  are  back  to  a 
microeconomic  level  of  analysis;  some  intermediate  level  between  the 
nation  at  one  extreme  and  the  individual  economic  unit  at  the  other  is 
needed.  The  Marshallian  industry  is  one  of  the  devices  used  to  fill  this 
gap,  but  goes  too  far  down  the  scale  for  most  macroeconomic  analysis. 
The  sector,  then,  is  introduced  as  the  first  stage  of  disaggregation  below 
that  level  of  analysis  represented  by  national  aggregates.  This  particu- 

"From  a  statement  with  respect  to  the  reccmmendations  of  the 
National  Accounts  Review  Consnittee  by  Martin  S.  Gainsbrugh,  Chief  Econ- 
omist, National  Industrial  Conference  Board.  Ibid.,  p.  33. 
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lar  aspect  of  analysis  is  discussed  at  length  in  Chapter  III,  though  it 
is  of  necessity  introduced  earlier  in  the  study. 

The  following  paragraphs  are  devoted  to  a  brief  statement  of  the 
contents  of  the  study  so  that  the  reader  is  provided  with  some  idea  of 
where  he  is  invited  to  go  while  he  is  on  the  way.  The  goal  which  the 
\-7riter  has  attempted  to  keep  constantly  in  view  is  that  of  developing  a 
statement  of  assets  and  liabilities  by  sectors  and  for  the  nation  as  a 
whole,  a  statement  which  can  be  related  to  the  other  more  highly  develop- 
ed  measures  provided  by  national  income  and  flowof -funds.   Some  de- 
tours are  apparently  unavoidable,  tliough  every  effort  is  made  to  return 
to  the  main  stream  of  development  as  soon  as  possible. 

Chapter  I  deals  with  the  relationships  between  the  various  concepts 
which  a  study  on  the  borderline  between  economics  and  accounting  must 
somehow  reconcile"namely,  wealth,  assets,  and  capital.  A  working  set 
of  definitions  is  adopted  for  the  purposes  of  this  study,  after  which 
attention  is  shifted  to  a  consideration  of  specific  items  of  sector  and 
national  wealth  which  require  a  decision  as  to  inclusion  in  or  exclusion 
from  the  national  balance  sheet. 

Once  it  has  been  decided  what  things  are  to  appear  on  the  balance 
sheet,  it  is  necessary  to  decide  on  what  basis  they  shall  be  valued.  This 


9 
Balance  of  payments  figures  are  already  integrated  into  national 

income  and  product  figures.  Of  the  social  accounting  systems  mentioned 
earlier,  only  input-output  remains  unaasimilated  in  this  study*  Given 
the  present  unsettled  state  of  input-output  xrork  and  the  virtual  in- 
fancy of  the  balance  sheet,  this  situation  is  regrettable  but  probably 
unavoidable.  Fortunately,  input-output  has  the  least  direct  connection 
with  the  balance  sheet,  though  some  incidental  points  of  contact  are  men- 
tioned in  the  course  of  the  study. 
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question  is  the  subject  of  Chapter  II.  Various  possible  methods  of 
valuation  and  the  relationships  between  them  are  discussed.  Also 
treated  is  the  question  of  divergences  in  asset  valuation  from  the 
viewpoints  of  individual  economic  units,  sectors,  and  the  nation. 

Chapter  III  takes  up  the  question  of  dividing  the  economy  into 
sectors  for  purposes  of  preparing  the  national  balance  sheet.  The 
necessity  for  analysis  at  the  sector  level  rather  than  the  national 
level  has  already  been  suggested  and  is  treated  in  more  detail. 
Various  criteria  for  sectoring  are  examined,  as  are  the  types  of 
sectoring  employed  in  other  social  accounting  systems,  especially  the 
flow-of-funds  work. 

Chapter  IV  presents  sample  balance  sheets  for  the  nation  as  of 
the  end  of  1949  and  the  end  of  1930.  The  balance  sheets  are  prepared 
on  the  basis  of  decisions  as  to  scope,  valuation,  and  sectoring, 
which  decisions  are  discussed  in  Chapters  I,  II,  and  III  respectively. 
Both  years  are  included  so  that  the  relationships  between  income,  pro* 
duct,  and  funds  flows  for  1950,  and  the  opening  and  closing  balance 
sheets  for  that  year  may  be  discussed  in  Chapter  VI. 

One  of  the  conclusions  of  Chapters  I  and  II  is  that  the  wealth 
of  individuals  and  of  sectors  can  be  satisfactorily  related  to  the 
national  wealth  through  a  process  of  cancelling  claims  of  domestic 
economic  units  against  the  corresponding  liabilities  of  other  units. 
Some  of  the  special  problems  arising  in  this  process-which,  following 
accounting  practice,  we  shall  call  consolidation,  are  discussed  in 
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Chapter  V.^° 

Chapter  VI  discusses  the  various  relationships  between  £Iox>7 
measures  (national  Income  and  flow-of- funds)  and  stock  measures  (the 
balance  sheet)  and,  using  1950  figures,  actually  carries  through  a 
reconciliation  between  the  three  types  of  statements  for  that  year. 
To  the  writer's  knowledge  this  Is  the  first  time  that  such  a  process 
has  actually  been  completed  using  official  and  semi -official  national 
Income  and  flow-of-funds  figures.  Chapter  VII  shifts  to  a  more  theo- 
retical vein;  some  facets  of  economic  and  monetary  theory  ars  briefly 
reexamined  in  the  light  of  the  relationships  suggested  by  the  balance 
sheet  and  the  manner  in  which  It  is  linked  to  the  more  familiar 
social  accounting  statements . 

In  summary,  the  writer  believes  that  the  preparation  and  regu- 
lar publication  of  national  balance  sheets  would  add  considerably  to 
our  knowledge  of  economic  processes  within  the  nation.  The  study 
which  follows  attempts  to  formulate  the  conceptual  framework  of  the 
balance  sheet,  to  clarify  many  of  the  Issues  involved,  and  to  propose 
solutions  for  the  problems  which  arise.  The  reader  may  judge  how 
well  these  objectives  have  been  accomplished. 


^^A  recent  article  by  an  accountant  has  proposed  the  prepara- 
tion of  a  national  balance  sheet  and  Independently  arrived  at  essenti- 
ally the  same  mechanics  of  consolidation  as  are  here  proposed.  See 
S.  C.  Yu,  "National  Position  Statement:  A  Proposal  on  Operational 
Principles  and  Process,"  Accounting  Review,  XXXIV  (January,  1959),  74- 
83. 


CHAPTER  I 
THE  SCOPE  OF  NATIONAL  AND  SECTOR  BALANCE  SHEETS 

A  consideration  of  the  scope  of  the  national  balance  sheet— that 
is,  those  things  to  be  included  or  excluded--can  lead  one  almost  im- 
mediately into  some  of  the  most  difficult  problems  in  the  field  of  Eco- 
nomics . 

Balance  sheets  deal  with  assets  and  liabilities,  and  they  either 
measure  or  have  some  close  relationship  to  the  notion  of  wealth.  Like- 
wise, they,  in  some  sense,  measure  capital,  regardless  of  which  of  the 
numerous  meanings  of  the  term  be  accepted.  Furthermore,  they  have  a 
definite  relationship  to  measures  of  income--a  concept  notoriously  en- 
cumbered with  ambiguities  and  varying  definitions. 

Without  pretending  to  catalogue  all  of  the  difficulties  which  arise 
in  properly  delineating  national  and  sector  wealth  we  may  enumerate  a 
few  of  the  more  important  ones.  What,  for  example,  is  wealth?  If 
wealth  can  be  defined  for  an  individual,  can  it  be  defined  in  the  same 
way  for  a  nation?   If  not,  what  are  the  relationships  between  the  two 
concepts?  Is  the  term  "asset"  as  used  by  accountants,  identical  with  the 
notion  of  wealth,  and,  if  so,  how  do  both  terms  relate  to  the  idea  of 
"capital?" 

A  brief  survey  of  the  literature  of  economics  from  the  last  two 
centuries  is  not  conducive  to  optimism  as  to  an  ultimate  resolution  of 
these  issues.  Attempting  to  define  xrealth,  for  example,  is  closely 

11 
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related  to  the  quest  for  the  proper  limits  to  the  subject  matter  of  eco- 
nomics itself,  an  enterprise  not  marked  with  conspicuous  success.  Nor 
can  the  whole  matter  be  dismissed  as  an  unfortunate  succession  of  seman- 
tic quibbles;  there  are  some  Issues  of  substance  involved. 

Fortunately,  what  is  required  here  is  a  somewhat  more  modest 
achievement  than  the  solution  of  apparently  insoluble  problems.  Our 
problem  may  be  simply  stated  as  follows:  it  is  the  practical  one  of  de- 
ciding which  things  belong  on  balance  sheets  for  individuals  and  for  the 
nation  and  which  things  do  not,  within  the  framework  of  a  system  of 
social  accounting.  Practical  problems  adbit  of  practical  solutions.  We 
are  concerned  with  a  social  accounting  statement  for  the  United  States 
at  a  particular  period  of  time,  not  with  developing  concepts  of  wealth 
valid  for  all  societies  in  all  times— past,  present,  or  future. 

It  is,  of  course,  impossible  to  avoid  completely  all  of  the  theo- 
retical issues,  no  matter  how  "practical"  a  given  solution.  Indeed,  the 
proposals  advanced  here  will  conform  closely  to  what  most  economists  mean 
by  the  term  "wealth"  and  to  \diat  most  accountants  mean  by  the  term 
"assets."  Moreover,  we  hope  to  demonstrate  that  a  properly  designed  and 
executed  statement  of  individual  and  national  wealth  can  show  at  the  same 
time  various  concepts  of  V7ealth  or  assets  and  the  relationships  between 
them,  which  relationships  are  sometimes  as  significant  as  the  itoas  of 
wealth  themselves.  The  plan  of  attack,  then,  is  to  discuss  some  of  the 
general  aspects  of  the  measurement  of  balance  sheet  items  and  then  to 
move  on  quickly  to  a  consideration  of  individual  cases. 

Wealth  may  be  (and  has  been)  defined  in  numerous  ways  from  the  very 
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broad  to  the  vsiry  narrow.^  Some  ^nriters,  speaking  very  broadly,  have 
considered  wealth  to  consist  o£  all  desirable  events  or  sources  of  desir- 
able events.  Such  a  notion  extends  far  beyond  the  customary  limits  of 
economics;  it  would  include,  for  example,  health,  friends,  memories, 
literature,  democracy,  freedom--even  civilization  itself.  Nor  is  this 
nebulous  collection  narrowed  do^m  very  much  by  stiffening  the  membership 
requirements  with  the  aid  of  that  old  economic  standby— utility.  All  of 
these  things  have  utility. 

One  approach  to  a  concept  of  wealth  suitable  for  economic  analysis 
has  been  to  include  only  tangible  economic  goods  as  xrealth— economic  goods 
having  already  been  defined  in  terms  of  relative  scarcity  and  utility. 
X-rtiile  possibly  suitable  for  identifying  most  of  the  components  of  the 
national  wealth,  this  approach  omits  important  segments  of  the  wealth  of 
individual  economic  units  or  even  large  groups  of  miits.  Much  of  such 
wealth  is  held  in  non-material  form — that  is,  claims  against  other  eco- 
nomic units.  Examples  of  such  claims  are  banic  deposits,  mortgages,  bonds, 
and  stocks.  Even  at  the  national  level,  a  concept  of  wealth  limited  to 
tangible  goods  cannot  cope  with  intangible  claims  against  foreigners  or 
claims  held  by  foreigners  against  the  nation. 

Another  attempted  solution  proceeds  by  dividing  all  of  the  com- 
ponents of  the  very  broad  concept  previously  mentioned  into  categories 


No  attempt  has  been  made  to  cite  references  in  the  voluminous 
literature  for  the  ideas  discussed  in  the  following  paragraphs.  Most 
of  them  are  by  now  the  common  property  of  economists.  For  a  summary  of 
the  development  of  various  ideas  of  wealth  through  the  early  years  of 
the  twentieth  century  see  linking  Fisher,  The  Nature  of  Capital  and 
Income  (New  York:  Macmillan  Co.,  1912). 
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of  "transferable"  (or  "exchangeable")  and  "nou-transferable"  and  then  re- 
garding only  transferable  items  as  comprising  wealth  for  purposes  of  eco- 
nomic inquiry.  This  procedure  has  at  least  the  virtue  of  excluding  human 
beings  (since  they  can  no  longer  legally  be  bought  and  sold)  and  excludes 
most  of  the  other  things  which  cannot  be  brought  under  the  measuring  rod 
of  money,  things  which  economists  generally  prefer  to  leave  outside  the 
scope  of  their  attention.  It  may,  however,  exclude  too  much,  especially 
with  respect  to  some  things  usually  owned  by  govertments.  Government 
buildings,  for  example,  are  not,  as  a  practical  matter,  usually  transfer- 
able, yet  they  meet  all  of  the  other  attributes  one  might  require  of 
wealth--they  are  scarce,  useful  (usually),  and  tangible. 

The  relationship  between  the  accounting  term  "assets"  and  the  eco- 
nomic term  "wealth"  touches  upon  some  of  these  same  questions  and  bears 
closer  examination.  It  should  be  pointed  out  immediately  that  the  term 
"asset"  is  susceptible  to  broad  definition  as  is  the  case  vTith  wealth; 
one  hears  it  said  that  "Jones  is  an  asset  to  the  company,"  a  statement 
which  may  be  literally  true.  Jones  does  not,  however,  appear  on  the 
company's  balance  sheet;  accountants  have  developed  some  fairly  rigorous 
conventions  as  to  what  things  shall  be  included  or  excluded  on  business 
balance  sheets. 

In  this  connection,  it  may  be  observed  that  both  assets  and  items 
of  V7ealth  have  a  past,  a  present  and  a  future  dimension.  They  are  "worth" 
something  now  (at  that  particular  point  in  time  which  constitutes  the  pre- 
sent), they  are  the  cijmulative  result  of  past  efforts,  and  they  give  rise 
to  a  flow  of  services  in  the  future.  These  facets  are  clearly  related, 
since  any  item  which  will  not  give  rise  to  useful  services  in  the  future 
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(however  short  the  time  period  in  the  future)  cannot  be  worth  anything 
now.  Yet  in  another  sense  there  is  a  vital  difference,  and  the  failure 
to  recognize  this  difference  lies  at  the  root  of  some  of  the  difficulties 
in  economics . 

These  three  dimensions  are  recognized  in  most  present  day  account- 
ing by  generally  regarding  assets  as  unexpired  costs.  The  balance-sheet 
value  for  the  present  is  the  sum  of  historical  costs  not  yet  yielded  up 
as  a  flovr  of  services  in  the  productive  process.  The  flow  of  services 
which  will  proceed  in  the  future  from  a  given  item  of  wealth  becomes  for 
accountants  a  future  flow  of  past  costs.  Assets  to  the  accountant  are  de- 
ferred costs  and  nothing  more. 

It  appears,  then,  that  the  accountants'  notion  of  assets  and  the 
economists'  notion  of  wealth  will  coincide  only  under  very  restrictive 
conditions  not  likely  ever  to  be  realized  in  practice.  Most  of  the  differ- 
ences, however,  exist  with  respect  to  valuation,  and  these  are  discussed 
in  detail  in  the  succeeding  chapter. 

The  relationship  between  the  concepts  of  wealth  and  capital  like- 

\rLse   has  a  some\^at  confusing  history.  Some  writers  regard  the  two  terms 

2 
as  virtually  synonymous.   Others  maintain  a  distinction  between  repro- 
ducible goods  (capital)  and  non-reproducible  goods  (land,  or  natural  re- 
sources). Another  question  is  concerned  with  the  productivity  of  the 
goods  in  question  or  the  lack  thereof.  If  by  capital  is  meant  only  goods 


2 
See,  for  example,  Simon  Kuznets,  'On  the  Measurement  of  National 

Wealth,"  Studies  in  Income  and  Wealth.  Vol.  II,  by  the  Conference  on  Re- 
search in  Income  and  Wealth  (New  York:  National  Bureau  of  Economic  Re- 
search, 1937). 
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such  as  industrial  machinery  actively  engaged  in  producing  other  goods, 
what  of  so-called  consumer  durable  goods?  If  not  capital,  are  they 
wealth,  or  should  they  be  excluded  from  wealth  too? 

The  preceding  paragraphs  have,  by  design,  raised  some  old  issues 
without  yet  attempting  to  resolve  them.  We  may  now  begin  to  indicate  seme 
of  the  solutions  appropriate  for  a  national  balance  sheet  lAiich  is  part 
of  a  consistent  system  of  social  accounting.  We  shall  first  indicate  some 
of  the  guide  lines  which  will  be  useful  in  attempting  to  specify  the  treat- 
ment for  particular  issues,  then  move  on  to  a  discussion  of  some  of  these 
issues. 

First,  let  us  develop  a  definition  of  wealth  for  an  individual  eco- 
nomic unit .  The  initial  step  is  to  decide  what  shall  be  regarded  as  its 
assets  and  then  to  decide  on  appropriate  monetary  values.  Next,  a  de- 
cision is  required  as  to  what  shall  be  regarded  as  its  liabilities  and  at 
what  values.  For  the  difference  betxreen  assets  and  liabilities,  we  shall 
accept  the  accounting  concept  of  net  worth.  Since  it  is  an  open  question 
whether  liabilities  may  be  regarded  simply  as  negative  assets,  we  shall 
not  adopt  the  tempting  expedient  of  identifying  net  worth  directly  xrLth 
wealth,  but,  rather,  V7e  shall  use  the  term  wealth  to  refer  to  the  whole 
complex  of  assets,  liabilities,  and  net  worth.  If  pressed  for  a  number 
to  signify  a  unit's  wealth,  we  should  give  its  net  worth  but  always  along 
with  the  supplementary  information  afforded  by  its  liabilities,  hence,  by 
addition,  the  total  of  its  assets  as  V7ell . 

For  the  nation  we  shall  do  essentially  the  same  thing— decide  on 
national  assets  and  their  valuation,  national  liabilities  and  their  valu- 
ation, and  regard  the  difference  as  national  net  worth.  This  entire  com- 
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plex  of  national  assets,  liabilities,  and  net  worth  we  shall  designate  as 
the  national  wealth.  In  other  words,  we  are  proposing  an  accounting 
approach,  albeit  a  "social"  kind  of  accounting.  When  national  assets  and 
liabilities  have  been  defined,  then  so,  for  our  purposes,  has  national 
wealth. 

A  question  arises  iamiediately  with  respect  to  the  relationship  be- 
tween the  wealth  of  individual  units  and  national  wealth.  Can  national 
wealth  be  regarded  as  the  sum  of  the  net  worth  figures  of  all  individual 
economic  units?  In  order  to  answer  this  question  it  is  necessary  to  make 
a  number  of  unoriginal  but  indispensable  observations. 

Economic  units  may  bt.  classified  generally  as  intermediate  or  ulti- 
mate holders  of  wealth.^  Intermediaries  hold  assets,  but  they  in  turn  are 
owned  by  other  economic  units.  Households,  government  units,  and  private 
groups  of  individuals  are  the  ultimate  ovmers  of  a  nation's  wealth, 
though  much  of  their  o^-mership  is  exercised  indirectly— that  is,  through 
the  medium  of  claims. 

Claims— of  \diich  bank  deposits,  mortgages,  bonds,  and  stocks  are  ex- 
amples—always appear  at  two  points  in  the  economy--at  least  those  claims 
vrhich  are  domestically  owned  and  owed.  They  appear  as  assets  of  some  eco- 
nomic units  and  as  liabilities  of  others.  In  preparing  a  statement  of 
national  wealth,  domestic  claims  may  be  cancelled  against  the  corresponding 
liabilities,  so  that  the  only  items  remaining  are  assets  which  are  not  the 
liabilities  of  other  domestic  units.  In  general,  tangible  assets  and 


3 
Goldsmith,  "Measuring  National  Wealth  in  a  System  of  Social 


Accounting,"  loc.  cit..  p.  35. 
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claims  against  foreigners  less  foreiga  claims  against  domestic  units  are 
the  only  wealth  items  vhich  survive  the  process  oJ;  cancellation. 

If  we  begin  vith  balance  sheets  of  all  of  tlie  iaJividual  economic 
units  in  the  nation  and,  through  the  process  of  consolidation,  work  to- 
ward the  national  balance  sheet,  any  divergence  between  individual  and 
national  wealth  is  limited  to  the  follomng  cases: 

1.  Assets  or  liabilities  which  appear  on  the  balance  sheet  of 
Individual  units  but  which  do  not  disappear  in  the  consoli- 
dation process  and  which  are  not  in  reality  assets  or  li- 
bilities  of  the  nation. 

2.  Bases  of  valuation  which  differ  for  the  sane  asset  or  liability 
as  we  move  from  the  individual  unit  to  the  nation. 

3.  Claims  which  are  valued  differently  as  assets  than  as 
liabilities. 

Cases  (2)  and  (3)  above  are  considered  in  detail  in  Chapters  II 
and  V;  Chapter  II  deals  with  valuation  problems,  and  Chapter  V  is  con- 
ceimed  with  problems  in  consolidation.  Case  (1)  appears  as  a  possibility 
with  respect  to  certain  types  of  assets  such  as  patents,  trademarks,  copy- 
rights, and  goodwill  and  is  discussed  in  more  detail  below. 

An  important  consideration  is  consistency  with  the  national  income 
and  product  measures.  For  an  individual  economic  unit,  income  less  current 
expenditure  (i.e.,  saving)  results  in  an  increased  command  over  resources. 


This  process  la  fre^juently  used  In  private  accounting  in  preparing 
group  statements  for  a  parent  company  and  its  subsidiaries  and  is  known 
as  consolidation.'   This  term  will  be  used  henceforth  througliout  this 
study. 
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or,  from  the  standpoint  of  that  unit,  increased  wealth.  Similarly,  we 
should  so  organize  the  national  income  and  expenditure  statement  and  the 
national  balance  sheet  that  national  income  less  consumption  (i.e., 
national  saving)  is  equal  to  the  incranent  in  national  wealth.  That 
part  of  current  production  which  is  set  aside  to  augment  stocks  of 
national  assets  (i.e,,  national  investment)  should  likewise  equal  the 
increase  in  the  value  of  national  assets,  when  allowance  is  somehow  made 
for  changes,  if  any,  in  the  values  of  existing  assets.  Some  of  the  impli- 
cations of  these  consistency  requirements  are  discussed  in  Chapter  VI 
below. 

Another  consideration  which  will  influence  the  form  and  content  of 
the  national  balance  sheet  is  the  occasional  desirability  of  showing  con- 
troversial items  several  ways,  so  that  the  results  of  alternative  treat- 
ment may  be  compared.   If  used  too  frequently,  this  device  can  make  a 
statement  overly  cumbersome;  used  sparingly,  it  presents  valuable 
information . 

Still  another  consideration  is  conformity  to  what  individual  aco- 
nomic  units  ordinarily  regard  as  constituting  their  wealth.  This  is  not 
an  infallible  guide  since  some  units  may  value  highly  things  which  other 
units  ignore  or  regard  as  nuisances.  Yet,  if  measures  of  wealth  are  to 
have  any  motivational  significance,  we  must  not  depart  too  far  from  notions 
of  wealth  which,  however  vague,  are  held  by  the  economic  units  in  question. 

Having  established  a  working  definition  of  wealth  and  enumerated 
some  of  the  considerations  involved  in  identifying  assets  and  liabilities, 
we  turn  to  a  discussion  of  some  specific  issues.  We  are,  in  effect. 
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solving  the  problems  of  the  scope  o£  national  and  sector  wealth  in  a 
piecemeal  fashion.  Each  decision  regarding  specific  assets  and  liabil- 
ities is  a  decision  as  to  the  scope  of  wealth  in  our  social  acccunting 
sense. 

It  may  be  well  to  begin  at  a  point  where  virtual  unanimity  pre- 
vails and  then  move  on  to  more  controversial  areas.  Accordingly,  we  may 
say  that  nearly  everyone  regards  machinery  sind  equipment  directly  used 
in  the  production  of  other  goods  (capital  goods  narrowly  defined)  as 
wealth.  Likeviise,  privately  owned  structures  in  commercial  or  industrial 
use  are  universally  treated  as  forms  of  wealth  (and  capital) .  Land  is 
also  widely  accepted  as  a  form  of  wealth,  whether  treated  as  a  species  of 
capital  broadly  defined  or  as  a  form  of  wealth  in  its  own  right.  Like- 
wise, stocks  of  goods  (inventories)  in  the  production  and  distribution  pro- 
cesses are  usually  regarded  as  both  capital  and  wealth.  All  of  the  above, 
needless  to  say,  are  also  regarded  as  assets  from  the  viewpoint  of  busi- 
ness accounting,  and  additions  to  stocks  of  such  goods  are  treated  as  in- 
vestment in  national  income  accounting.  One  cannot  go  much  farther  thein 
these  cases,  however,  without  getting  into  controversial  territory.  The 
more  important  items  which  possibly  qualify  for  inclusion  in  national  and 
sector  balance  sheets  are  discussed  in  the  following  paragraphs. 

A  problem  of  long  standing  ia  social  accounting  has  been  the  treat- 
ment of  consumer  durable  goods  such  as  automobiles,  furniture,  appliances, 
and  other  relatively  long-lived  consumer  articles.  For  purposes  of 
national  income  accounting,  expenditures  for  such  goods  have  usually  been 
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regarded  as  consumption  expenditures,  not  as  saving  or  additions  to  the 
stock  of  capital  goods.   l£,  on  the  other  hand,  balance  sheets  were  pre- 
pared for  households,  consumer  durable  goods  vrould  surely  be  listed  as 
assets.  Household  liabilities  are  frequently  assumed  in  connection  with 
the  acquisition  of  these  goods,  so  that  failure  to  list  them  as  assets 
results  in  a  distorted  view  of  household  finances .  Durables  have  "value" ; 
they  can  be  sold;  in  fact,  they  are  considered  sufficiently  valuable  to 
secure  the  debts  created  when  they  are  purchased.  They  meet  the  business 
accounting  criterion  of  deferred  costs— their  purchase  tetices  place  in  one 
time  period,  but  the  services  which  they  produce  are  yielded  up  in  later 
time  periods  as  well.  If  consumption  of  the  services  for  which  durables 
are  procured  is  measured  solely  by  the  initial  purchase,  consumption  in 
the  period  of  purchase  is  overstated,  and  consumption  in  later  periods  is 
understated. 

The  wealth  or  asset  aspect  of  consumer  durables,  or  the  distortion 
of  consumption  expenditure  resulting  from  the  present  treatment  of 
national  income,  has  been  noted  by  Bandeen,  Farrell,'  Fuerst,° 

It  is  interesting  to  note  that  the  standard  accounting  system 
reconmended  by  the  United  llatioas  justifies  this  procedure  by  the  lack  of 
the  necessary  statistical  information.  See  United  Nations,  Department  of 
Economic  Affairs  Statistical  Office,  A  System  of  National  Accounts  and 
Supporting  Tables  (New  York:  United  Nations,  1953),  p.  9. 

^Robert  N.  Bandeen,  "Automobile  Consumption,  1940-1950,"  Economet- 
rica,  XXV  (October,  1957),  239-248. 

^M.  J.  Farrell,  "The  Demand  for  Motor  Cars  in  the  United  States," 
Journal  of  the  Royal  Statistical  Society.  CXVII,  Part  II  (1954),  171-193. 

E.  Fuerst,  "An  Alternative  Presentation  of  Social  Accounts," 
Accounting  Research.  Ill  (July,  1952),  230-236. 
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Hamburger,  Hough,  ^  Jacoby,^^  Jones, ^^  Morgan, ^^  Stone, ^^  Derksen,^^ 
Fabricant,^^  Friend,^'  Goldsmith, ^°  and  Hicks, ^^  Other  writers  mention 
the  desirability  of  treating  consumer  durables  as  assets,  and  expendi- 
tures for  them  as  something  other  than  consumption,  but  cite  the  lack  of 
data  on  useful  lives  and  depreciation  rates  as  the  reason  for  continuing 
the  present  national  income  treatment—namely,  regarding  purchases  of 
consimier  durables  as  consumption  expenditure.  Among  these  writers  are 
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^Neil  H.  Jacoby,  "The  Demand  for  Funds  by  American  Business  Enter- 
prises," Journal  of  Finance.  Ill  (October,  1948),  27-38. 

12 

Homer  Jones,  "Some  Aspects  of  Demand  for  Consumer  Durable  Goods," 

Journal  of  Finance.  IX  (May,  1954),  93-110. 

*-3james  N.  Morgan,  "The  Structure  of  Aggregate  Personal  Saving," 
Journal  of  Political  Economy,  LIX  (December,  1951),  528-534. 

R.  Stone  and  D.  A.  Rowe,  "The  Market  Demand  for  Durable  Goods," 
Econometrica.  XXV  (October,  1957),  423-443. 

J.  B.  D.  Derksen,  A  System  of  National  Book-Keeping.  National 
Institute  of  Economic  and  Social  Research  Occasional  Papers,  X 
(Cambridge,  England:  Cambridge  University  Press,  1946). 

16 

Solomon  Fabricant,  Capital  Consumption  and  Adjustment  (New  York: 
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Edey  and  Peacock, 20  stone, 21  and  Vandenneulen.22 

If  vre  are  to  have  a  national  balance  sheet  and  a  national  income 
and  expenditure  statement  prepared  on  a  consistent  basis,  the  treatment 
of  consumer  durables  will  have  to  ba  resolved  in  one  direction  or  the 
other.  Either  they  are  assets— hence,  (for  our  purposes)  wealth—so  that 
expenditures  to  acquire  tham  are  not  current  consumption;  or  they  are  not 
assets  at  all,  so  that  their  purchases  may  be  regarded  as  current  con- 
sumption. It  will  not  do  to  continue  the  present  national  income  treat- 
ment of  writing  off  such  goods  as  current  consumption  and  then  resurrect- 
ing them  to  a  place  on  the  national  balance  sheet. 

Some  of  the  difficulty  stems,  no  doubt,  from  the  national  income 
treatment  of  all  private  expenditures  as  either  consumption  or  invest- 
ment—investment being  defined  as  additions  to  the  stock  of  capital  goods. 
There  is  a  reluctance,  understandably  enough,  to  call  consumer  durables 
capital  goods.  If  they  are  not  capital  goods,  expenditures  for  thsm  may 
not  be  considered  investment  spending,  hence  must  be  consumption.  This 
dilemma  is  illustrated  by  the  present  national  income  treatment  of 
residential  construction--such  spending  is  clearly  not  consumption;  yet 


2"Harold  C.  Edey  and  Alan  T.  Peacock,  TTational  Income  and  Social 
Accounting  (London:  Hutchinson's  University  Library,  1954),  p.  52. 

2^R,  Stone,  "Functions  and  Criteria  of  a  System  of  Social 
Accounting,"  Incoias  and  Wealth.  Series  I.  by  the  International  Associa- 
tion for  Research  in  Income  and  Wealth  (Cambridge,  England:  Bowes  and 
Bowes,  1951),  p.  17. 

22 

D .  C .  Vanderoieulsn  and  A.  J .  Vandermeulen,  National  Income; 

Analysis  by  Sector  Accounts  (Englewood  Cliffs,  New  Jersey:  Prentice- 
Hall,  luc,  1956),  p. 11. 
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houses  are  not  capital  goods,  defined  in  a  sufficiently  narrow  way. 

It  seems,   then,  that  most  of  the  difficulties  revolve  around  the 
definition  of  capital.  If  the  term  is  restricted  to  those  produced  goods 
which  are  used  to  produce  other  tangible  goods,  then  all  sorts  of  goods 
which  produce  only  services,  such  as  structures  and  equipment  used  in 
transportation,  wholesaling,  retailing,  entertainment— in  fact,  much  of 
our  economic  activity--are  excluded.  Surely  this  concept  is  too  narrow; 
expenditures  for  these  things  cannot  be  regarded  as  consumption  expendi- 
ture. Yet,  if  we  admit  goods  idiich  produce  only  services  to  the  status 
of  capital,  we  are  obliged  to  admit  consumer  durables,  for  they  too  pro- 
duce services . 

We  might  restrict  capital  to  include  only  those  produced  goods 
which  produce  goods  or  services  to  be  sold  in  markets.  This  is  not  a 
wholly  satisfactory  solution  either,  since  by  this  criterion,  houses 
which  are  rented  to  others  are  capital,  yet  identical  houses  which  are 
occupied  by  their  owners  are  not.  Stoves  and  refrigerators  in  restaurants 
or  furnished  by  landlords  to  tenants  are  capital,  but  those  used  by  their 
consumer-owners  are  not,  Chevrolet  taxicabs  are  capital,  but  Chevrolets 
in  general  are  not.  Automatic  washing  machines  in  laundromats  are  capi- 
tal, while  identical  machines  at  home  are  not.  These  inconsistencies 
suggest  the  need  for  another  definition  of  capital  goods. 

Another  possibility  is  to  be  guided  by  durability-^those  goods 
which  give  up  their  services  over  sufficiently  long  periods  of  time  may 
be  regarded  as  capital  goods,  while  those  which  are  quickly  consumed  are 
not.  This  criterion  does  not,  however,  provide  any  grounds  for  excluding 


25 

consumer  durables,  since  some  have  useful  Lives  longer  than  much  indus- 
trial equipment. 

Other  criteria  could  be  tried,  perhaps,  and  found  wanting,  but  the 
futility  of  such  a  pursuit  should  now  be  apparent.  There  is  probably  no 
single  definition  of  capital  which  is  wholly  satisfactory;  at  least  the 
endless  (and  somewhat  inconclusive)  literature  on  the  subject  suggests  as 
much. 

Perhaps  the  best  solution  for  our  purposes  is  to  recognize  two  kinds 
of  capital,  which  we  might  call  "business  capital"  and  "consumer  capital." 
The  latter  would  include  consumer  durable  goods  and  residential  structures , 
while  the  former  would  coincide  with  the  present  national  income  defini- 
tion of  capital  except  for  residences .  There  would  correspondingly  be 
two  kinds  of  investment  which  we  might  call  'business  investment"  and 
"consumer  investment ."^3  Some  problems  remain,  of  course,  and  there  are 
no  universally  applicable  rules.  We  shall  have  to  be,  in  some  cases, 
purely  arbitrary,  but  there  is  in  social  accounting  ample  precedent  for 
arbitrary  choice.  For  example,  are  fifteen-story  apartment  houses  con- 
sumer or  business  capital?  If  they  are  treated  as  consumer  capital, 
what  happens  if  the  first  floor  is  used  for  retail  outlets?  These  prob- 
lems are  somewhat  academic  at  the  moment,  however,  since  estimates  of 
national  assets  x^ich  may  become  available  in  the  forseeable  future  are 
not  likely  to  be  sufficiently  refined  so  that  such  difficulties  will 
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become  important. 

Another  issue  which  has  been  a  source  o£  continuing  controversy 
is  the  treatment  of  durable  goods  purchased  by  government  units.  This 
is  not  a  particularly  serious  problem  for  government  enterprises  which 
sell  their  services  to  the  public  and  which  have  counterparts  in  private 
business.  The  difficult  questions  arise  with  respect  to  highways, 
roads,  streets,  sidewalks,  sewer  systems,  bridges,  harbors,  parks,  air- 
ports, and  public  buildings.  These  items  are  presently  treated  as 
current  (i.e.,  non-capital  expenditures)  in  national  income,  along  with 
all  other  expenditures  of  governments,  as,  for  that  matter,  are  capital 
expenditures  of  public  enterprises.  They  meet  most  of  the  usual  criteria 
for  capital  goods-'they  are  durable,  and  they  produce  useful  services. 
Their  services  are  not  generally  sold  in  markets,  however,  though  excep- 
tions such  as  turnpikes  and  airports  come  quickly  to  mind.  As  we  have 
already  seen,  this  last  consideration  is  not  conclusive  anyx^/ay  in  de- 
termining whether  or  not  goods  can  be  classified  as  capital. 

The  wealth  aspect  of  public  property  such  as  that  described  above, 
or  the  desirability  of  showing  government  capital  expenditures  separate- 
ly in  the  national  accounts  lias  been  noted  by  Bray,^^  Fuerst,^^  Goode,^^ 
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^^Richard  Goode  and  E.  A.  Eirnbaum,  "Government  Capital  Budgets," 
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Jacoby,^^  Derksen,^^  Marshall, ^^  Fabricant,^^  Kuznets,-^^  and 
Goldsmith. 32  A  staff  member  of  the  National  Income  Division  of  the  Com- 
merce Department  acknowledged  the  desirability  of  full-scale  capital 
accounting  for  government  assets-'that  is,  treating  such  expenditures  as 
gross  investment,  computing  capital  consumption,  and  deriving  net  invest- 
ment."'^ 

It  might  be  well  to  recognize  that  such  investment  is  different  in 
some  important  respects  from  business  investment,  especially  as  to  motiva- 
tion and  cyclical  behavior.  We  shall,  accordingly,  designate  durable 
goods  owned  by  government  units  as  "government  capital"  and  the  expendi- 
tures involved  in  its  acquisition  "government  investment," 

Durable  military  goods  pose  a  further  problem.  To  be  consistent, 
we  should  probably  regard  them  as  assets,  since  they  are  durable  and  pro- 
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vide  services  applicable  to  several  tine  periods;  quantitatively  they 
can  hardly  be  ignored,  at  least  in  recent  decades.  The  real  problem 
arises  in  measuring  the  length  of  time  over  which  they  provide  useful 
services.  In  wartime --when,  presumably,  their  usefulness  is  at  a  maxi- 
mum—their useful  lives  are  most  uncertain;  in  peacetime  they  are  sub- 
ject to  rapid  obsolescence,  and  their  opportunity  costs,  once  produced, 
are  virtually  zero.  There  would  appear  to  be  little  to  gain  by  going 
through  the  motions  of  wealth  accounting  for  such  items;  at  best,  they 
should  probably  be  shown  as  supplementary  information. 

Monetary  gold  is  treated  in  the  national  income  accounts  as  part  of 
net  foreign  investment --that  is,  a  claim  on  foreigners.  It  should  be 
treated  as  a  domestic  tangible  asset  for  balance  sheet  purposes;  not  an 
international  intangible  asset;  foreign  nations  recognize  no  liability  to 
the  United  States  in  the  amount  of  our  gold  holdings  as  they  would  for 
actual  claims  against  them.  Monetary  silver  may  properly  be  regarded  as 
an  asset,  though  the  appropriate  valuation  is  another  question  which  is 
deferred  to  Chapter  II. 

The  point  has  now  been  reached  where  most  of  the  major  components 
of  national  wealth  have  been  discussed;  further  treatment  of  less  im- 
portant items  runs  into  rapidly  diminishing  returns.  In  the  interests  of 
completeness,  however,  a  few  such  items  will  be  mentioned. 

For  the  record,  stocks  of  perishable  and  semi-durable  goods  in 
households --such  as  food,  clothing,  and  miscellaneous  supplies— should 
probably  be  included  in  national  wealth.  Moreover,  they  are  quantitative- 
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ly  more  important  than  one  might  think. ^^  Year-to-year  changes  are 
probably  small,  however,  so  that  for  purposes  of  analysis  it  makes  little 
difference  whether  or  not  such  goods  are  included. 

Such  items  as  works  of  art  and  historical  monuments  present  interest* 
ing  conundrums;  as  a  practical  matter  it  makes  little  difference  whether 
they  are  included  or  not.  Any  income  to  which  they  give  rise  is  rarely 
measurable  in  monetary  terms  so  that  they  might  well  be  omitted  from 
monetary  measures  of  national  wealth.  Perhaps  art  treasures  for  which  a 
market  exists  should  be  included  since  a  reasonably  appropriate  measure 
of  money  value  exists. 

With  respect  to  claims  against  foreigners  and  claims  owed  to 
foreigners,  the  principal  problem  for  purposes  of  determining  the  scope 
of  the  national  wealth  is  to  identify  foreigners.  The  best  practice 
seems  to  be  to  follow  the  conventions  developed  by  the  National  Income 
Division  and  followed  by  the  Flow  of  Funds  Section,  Territories  and 
possessions  of  the  United  States  are  excluded  from  the  national  accounts 
(hence  treated  as  foreigners)  as  are  the  transactions  of  United  States 
citizens  residing  permanently  abroad.  Residents  of  the  United  States 
proper  are  included,  whether  citizens  or  not. 

Technically  speaking,  if  only  assets  and  liabilities  of  domestic 
economic  units  appear  on  the  national  balance  sheet,  physical  assets  lo- 


•'^Goldsmith  quotes  a  study  by  Lenore  A»  Epstein  which  indicates 
holdings  of  semi-durables  such  as  shoes  and  clothing  of  $34  billion  in 
1946.  See  Raymond  W.  Goldsmith,  'A  Perpetual  Inventory  of  National 
Wealth,"  Studies  in  Income  and  Wealth.  Vol.  XIV,  by  the  Conference  on 
Research  in  Income  and  Wealth  (New  York:  National  Bureau  of  Economic  Re- 
search, 1951),  p.  36, 
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cated  in  the  nation  but  owned  directly  by  foreigners  would  not  appear  at 
all.  In  practice,  it  v»uld  be  better  to  show  such  assets  on  the  nation- 
al balance  sheet,  vjith  an  offsetting  liability  to  foreigners  in  the  same 
amount  so  that  all  domestically  situated  wealth  is  reported.  Host 
foreign  ownership,  however,  is  in  the  form  of  claims  against  domestic 
economic  units,  including  shares  of  domestic  corporate  subsidiaries  of 
foreign  firms,  so  that  this  problem  does  not  arise.  Certain  other  prob- 
lems arise  in  connection  with  foreign  assets  and  liabilities,  but  they 
are  concerned  with  the  classification  of  assets  and  liabilities  (dis- 
cussed in  Chapter  IV)  and  valuation  (discussed  in  Chapter  II) . 

The  foregoing  discussion  has  treated  all  of  the  items  which  are  im- 
portant from  the  viewpoint  of  the  nation.  We  turn  now  to  a  discussion  of 
some  of  the  items  which  become  significant  only  for  individual  economic 
units  or  for  sectors.  Sector  balance  sheets  will  contain  many  items  that 
do  not  appear  on  the  national  balance  sheet;  specifically,  all  of  the  off- 
setting claims  and  liabilities  already  mentioned.  Most  of  these  items 
present  no  problems  as  to  inclusion  or  exclusion;  the  troublesome 
features  appear  ^d.th  respect  to  uniform  valuation  and  are  discussed  in 
Chapters  II  and  V.  There  are,  however,  a  few  matters  which  warrant  sep- 
arate attention;  these  are  presented  below. 

Certain  intcuigible  business  assets  such  as  patents,  copyrights, 
trademarks,  and  goodwill  appear  on  business  balance  sheets.  They  xd.H 
not  disappear  in  the  process  of  consolidation  since  no  one  else  in  the 
economy  regards  them  as  liabilities.  Can  they  properly  be  entered,  then, 
on  balance  sheets  for  sectors  or  for  the  nation?  From  the  standpoint  of 
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business  firms,  some  of  these  items  constitute  saleable  wealth,  though 
rarely  at  the  values  which  appear  on  balance  sheets,  where  they  nay  be 
listed  at  nominal  values  or  omitted  entirely.  Part  of  the  problem  is  one 
of  valuation  and  as  such  vill  be  discussed  in  Chapter  II;  the  present  con- 
cern is  v/hether  they  should  be  included  or  not  * 

From  the  standpoint  of  the  nation,  useful  knowledge  of  the  sort 
represented  by  patents  is  an  enormously  valuable  asset.  There  is,  how- 
ever, no  way  of  valuing  the  total  of  knowledge  available  to  a  nation,  so 
that  showing  on  the  national  balance  sheet  that  tiny  portion  of  knowledge 
which  happens  at  the  moment  to  be  covered  by  outstanding  patents  is  a 
futile  and  meaningless  gesture.  Moreover,  if  patents  are  considered  as 
items  of  value  to  firms,  it  is  because  there  are  associated  with  them  ele- 
ments of  monopoly  earning  power.  There  could,  theoretically,  be  shown  on 
the  balance  sheets  of  the  prospective  purchasers  of  the  patented  product 
a  liability  which  measures  the  present  value  of  future  "excessive"  prices 
to  be  paid--prices  which  exceed  those  which  would  prevail  under  competi- 
tive conditions.  This  '"excess"  is,  of  course,  the  thing  which  gives  rise 
to  the  asset  value  of  the  patent  in  the  first  place.   If  such  liabilities 
were  entered,  they  would  cancel  against  assets  in  the  consolidation  pro- 
cess so  that  no  asset  value  vAJuld  remain  for  the  national  balance  sheet .^^ 
In  any  event,  patents  should  not  appear  on  the  national  balance  sheet  as 
part  of  the  national  wealth,  a  conclusion  which  may  be  reached  by  cither 
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Accounting,"  loc.  cit..  p.  46. 
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of  the  above  lines  of  reasoning. 

From  the  viewpoint  of  individual  economic  units,  however,  patents 
are  elements  of  wealth.  They  have  value  and  can  be  sold.  They  should 
be  permitted  to  appear  on  the  balance  sheets  of  the  owning  units,  since 
their  omission  would  distort  the  actual  economic  situation  of  the  patent 
owners . 

Much  of  the  above  discussion  of  patents  applies  to  the  other  in- 
tangibles mentioned.  In  general,  if  the  item  represents  a  marketable 
po9se3sion--that  is,  if  there  is  actually  an  opportunity  cost  involved 
in  not  selling— it  should  appear  as  an  asset  in  individual  and  sector 
balance  sheets  but  not  in  the  national  balance  sheet.  There  are,  of 
course,  some  very  real  problems  of  valuation,  but  these,  as  noted  pre- 
viously, are  treated  in  the  succeeding  chapters. 

With  respect  to  households  as  a  sector,  some  problems  appear  in 
connection  ^d.th  pension  plans.  Should  the  present  values  of  future  bene- 
fits, however  computed,  appear  as  household  assets?   In  the  national  in- 
come scheme  of  things,  different  ansvjers  are  given  depending  upon 
whether  the  pensions  in  question  are  publicly  or  privately  administered. 

Contributions  by  employers  to  private  (self-administered  and  insur- 
ance company)  pension  funds  are  included  in  personal  income  (as  "other 
labor  income"  under  salaries  and  wages).  Since  neither  these  nor 
individuals'  contributions  appear  as  consumption  expenditures,  these 
amounts  are  implicitly  reflected  in  personal  saving,  hence  as  increases 
in  household  assets.  Furthermore,  earnings  of  these  funds  are  included 
in  personal  income  (explicitly  for  self -administered  plans  and  by  imputa- 
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tion  for  insurance  companies)  so  that  cumulated  amounts  in  the  funds 
have  all  appeared  in  personal  saving  at  one  time  or  another. 

It  is  true  that  accumulated  funds,  which  appear  as  assets  of  the 
insurance  sector  in  this  study  (see  Chapter  III)  and  also  as  liabilities 
to  households,  \TOuld  not  match  the  assets  on  household  balance  sheets  if 
the  latter  were  computed  actuarially,  mostly  because  past  service  credits 
have  not  yet  been  fully  funded.  With  this  exception,  however,  household 
assets  include  the  present  values  of  future  benefits,  vjhich  also  appear 
as  liabilities  of  the  insurance  sector.  For  purposes  o£  this  study, 
accruing  claims  for  private  pension  benefits  vjill  be  regarded  as  house- 
hold assets  and  liabilities  of  the  insurance  sector. 

A  similar  problem  exists  with  respect  to  the  social  security  pro- 
gram. Households  are  receiving  or  will  in  the  future  receive  old  age, 
survivors',  and  disability  benefits.  Those  benefits  already  "earned"  by 
covered  employment  to  date  might  be  computed,  and  the  present  value  of 
this  amount  discounted  at  a  suitable  interest  rate  might  be  entered  as 
household  assets,  and  liabilities  of  the  social  security  trust  funds. 

Another  chain  of  reasoning  which  leads  to  quite  different  results 
is  to  consider  the  benefits  as  just  another  government  transfer  payment 
for  which  no  specific  liability  is  accruing  any  more  than  a  liability 
for  future  federal  payrolls  is  accruing.  That  the  benefits  happened  to 
be  financed  in  a  particular  way  is  incidental;  social  insurance  contribu- 


^^oldsmith's  savings  study  regards  cumulated  holdings  of  the 
various  pension  and  retirement  funds  as  household  assets,  and  annual 
additions  as  a  component  of  household  saving.  See  A  Study  of  Saving » 
III,  66. 


34 

tions  could  be  regarded  as  just  another  form  o£  taxation.  Households 
would,  under  these  assumptions,  show  no  asset  for  future  benefits,  nor 
would  the  government  trust  funds  show  any  such  liability.  This  is  the 
treatment  suggested  by  the  national  income  accounts,  which  do  not  show 
contributions  to  the  social  security  trust  funds  as  personal  saving  or 
disbursements  as  personal  dis-saving. 

It  is  highly  improbable  that  any  households  consider  the  present 
value  of  future  benefits  likely  to  be  received  as  an  asset— at  least 
not  an  asset  on  the  order  of  a  savings  account  or  savings  bonds.  Such 
an  "asset"  is  highly  illiquid;  it  is  strictly  non-transferable.  It  is 
possible,  on  the  other  hand,  that  the  likelihood  of  benefits  in  the 
future  has  some  bearing  on  present  saving  and  spending  decisions,  though 
how  much,  if  any,  is  wholly  a  matter  of  conjecture. 

The  national  wealth  total  is  not,  of  course,  affected  by  the  treat- 
ment of  this  problem.  Household  assets  and  government  liabilities  are 
affected,  however,  and  by  a  very  considerable  sum.  In  view  of  the  fact 
that  the  liability  of  the  trust  funds  is  not  and  probably  never  will  be 
fully  funded  and  that  the  assets  involved  for  households  are  at  best 
nebulous,  the  national  income  treatment  will  be  followed  in  this  study. 
For  those  who  prefer  the  alternative  treatment,  one  figure— >aamely,  the 
estimated  government  liability  to  households-'can  be  shown  as  supple- 
mentary information  and  will  suffice  to  make  the  necessary  adjustment* 

Another  problem  worthy  of  comment  is  the  treatment  of  tax  llabil- 
ities--both  those  which  have  already  accrued  and  those  which  will  fall  due 
in  the  future.  With  respect  to  those  tax  liabilities  already  payable. 
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they  should,  in  the  interest  of  completeness,  be  shown  as  assets  of 
governmeats  and  liabilities  of  otiier  economic  units.  The  national  in- 
come accounts  already  follow  this  procedure  insofar  as  corporate  profits 
taxes  are  concerned  in  order  to  maintain  consistency  between  corporate 
income  statements  and  the  iiational  accounts.  The  implicit  result  is 
that  changes  in  accrued  taxes  receivable  by  governments  are  an  element 
of  government  saving  or  dis-saving.  Furthermore,  important  changes  such 
as  the  recent  shift  of  corporate  taxes  toward  a  "pay-as-you-go"'  basis 
are  obscured  if  a  cash  rather  than  accrual  basis  is  followed. 

With  respect  to  future  tax  payments,  it  might  be  argued  that  tax- 
payers' balance  sheets  sliould  show  a  liability  amounting  to  the  present 
value  of  such  future  payments.  This  argument  is  sometimes  advanced  in 
connection  \d.th  the  national  debt;  if  it  is  ever  paid  off,  taxes  \d.ll 
provide  the  necessary  funds.  The  national  debt  is  a  liability  of  tax- 
payers; their  balance  sheets  should  recognize  it  as  such. 

This  argument  may  be  countered  at  several  levels.  By  setting  up 
accounts  for  governments  as  separate  economic  units  we  recognize  that 
some  assets  are  collectively  owned  and  some  liabilities  (such  as  the 
national  debtj  are  collectively  owed.  Balance  sheets  of  government  units 
are  the  appropriate  places  for  such  assets  and  liabilities  to  be  shown. 
Going  beyond  this  to  taxpayers'  balance  sheets  is  not  necessary  since  it 
is  recognized  by  everyone  that  government  assets  and  liabilities  are 
shared  by  all  the  people,  nor  is  such  a  procedure  feasible  since  each  tax- 
payer's share  of  public  debt  is  not  determinable  anyway. 
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Moreover,  if  we  show  future  tax  payments  as  present  liabilities  of 
taxpayers,  we  must  shov;  as  assets  the  present  values  of  future  incomes 
from  which  the  taxes  will  be  paid.  For  labor  income  this  amounts  to 
showing  as  an  asset  the  present  capitalized  value  of  future  earnings, 
which  we  have  already  excluded  from  the  national  balance  sheet.  Societies 
differ  as  to  what  they  regard  as  wealth,  but  in  Western  societies,  at 
least  since  the  abolition  of  slavery,  human  beings  are  generally  ex- 
cluded from  any  notion  of  measurable  wealth  as  assets. 

With  respect  to  property  incomes,  balance  sheet  values  of  earning 
assets  generally  tend  toward  capitalized  present  values  of  future  earn- 
ing; to  the  extent  that  taxes  reduce  earnings,  present  balance  sheet 
values  already  reflect  an  allowance  for  futute  i:ax  payments,  Regardless 
of  the  source  of  income  from  which  taxes  are  to  be  paid,  then,  it  treuld 
be  inappropriate  to  record  any  liabilities  for  taxpayers. 

VJe  have  completed  a  survey  of  the  more  important  types  of  assets 
and  liabilities  that  might  appear  on  national  and  sector  balance  sheets. 
We  turn  now  in  the  follovrlng  chapter  to  a  consideration  of  the  problems 
involved  in  assigning  appropriate  values  to  these  assets  and  liabilities. 


CHAPTER  II 
VALUING  SECTOR  AND  NATIONAL  WEALTH 

The  question  of  placing  a  proper  valuation  on  objects  of  wealth 
has  plagued  economists  and  accountants  (and  others)  for  years.  Had  it 
been  satisfactorily  resolved,  the  literature  of  both  disciplines  would 
be  a  great  deal  slimmer,  for  there  are  innimerable  related  problems 
which  would  be  solved  as  well.  This  chapter,  then,  does  not  pretend  to 
give  easy  answers  in  a  few  pages  to  such  perplexing  questions;  even  a 
mere  summary  of  the  present  state  of  professional  opinion  would  consti- 
tute an  undertaking  as  large  as  this  entire  study  and  is,  of  course,  not 
attempted.  Some  discussion  of  valuation,  however,  is  inevitable  for 
developing  a  national  balance  sheet;  the  aim  of  this  chapter  is  to 
approach  the  subject  of  valuation  from  the  standpoint  of  a  social 
accounting  measure  of  sector  and  national  wealth. 

In  our  discussion  of  valuation  problems  it  will  be  helpful  to  deal 
individually  with  different  types  of  assets  and  liabilities.  We  shall 
divide  wealth  into  three  familiar  categories— namely,  reproducible 
tangible  assets,  nonreproducible  tangible  assets,  and  intangibles.  Each 
is  discussed  in  turn. 

First  treated  is  the  category  of  reproducible  tangible  assets,  which 
is  in  economics  usually  discussed  under  the  heading  "capital  goods"  and 
in  accounting  as  plant  (excluding  land),  equipment,  and  inventories.  In 
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many  respects,  valuation  problems  are  most  acute  with  respect  to  these 
items,  and  some  of  the  principles  developed  will  apply  to  other  cate- 
gories o£  wealth  as  vzell. 

The  usual  alternative  bases  of  valuation  for  reproducible  tangible 
assets  are  historical  cost,  reproduction  cost,  replacement  cost,  and 
market  value.  Replacement  cost  and  reproduction  cost  are  technically 
different,  though  they  are  frequently  confused  in  the  literature.  Re- 
production cost  suggests  the  cost  of  producing  another  article  exactly 
like  the  one  in  question,  whereas  replacement  cost  suggests  the  cost  of 
acquiring  a  good  which  will  perform  the  same  service.  This  distinction 
becomes  important  during  periods  of  rapid  technological  advance— which 
is  to  say  nearly  all  the  time  under  present  conditions. 

The  writer  admits  in  advance  to  a  predilection  for  market  value  as 
the  basis  of  valuation  appropriate  for  use  in  the  national  balance  sheet. 
Unfortunately,  there  are  a  number  of  compelling  reasons,  discussed  in  de- 
tail below,  why  this  method  is  not  feasible  in  practice.  Accordingly, 
depreciated  original  cost  adjusted  to  depreciated  current  cost  by  means 
of  appropriate  indexes  is  proposed  as  the  best  approximation  to  market 
value.  As  a  practical  matter,  the  result  is  strictly  speaking  neither 
reproduction  cost  nor  replacement  cost,  since  price  indexes  too  have 
trouble  with  technological  change.  It  is  rather  a  mixture  of  the  two 
versions  of  cost,  which  is  in  the  writer's  opinion  sufficiently  precise 
for  the  purposes  of  the  national  balance  sheet. 

Since  the  proposed  method  of  valuation  for  the  national  balance 
sheet  differs  from  that  used  in  private  business  accounting,  some  con- 
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slderable  discussion  is  devoted  to  this  matter  of  alternative  valuation 
bases.  Business  accounting  provides  much  of  the  basic  data  for  social 
accounting;  for  that  reason  it  is  necessary  to  justify  in  some  detail 
any  departure  from  the  carefully  developed  body  of  generally  accepted 
accounting  principles. 

It  will  be  instructive  at  the  outset  to  consider  a  set  of  highly 
restrictive  conditions  under  which  all  of  these  various  bases  of  valua- 
tion produce  the  same  results.  Let  us  operate  for  a  moment  at  that 
rarefied  level  of  abstraction  represented  by  a  perfectly  competitive 
economy  in  a  state  of  long-run  equilibrium— no  net  investment  is  taking 
place,  nor  does  technology  advance,  and  population  is  constant.  Perfect 
foresight  exists,  so  that  divergences  between  planned  and  realized  mag- 
nitudes are  nut  possible,  and  there  is  no  such  thing  as  risk,  so  that 
debt  and  equity  funds  yield  identical  returns.  Moreover,  the  interest 
rate,  identical  for  all  capital  goods,  is  determined  by  the  marginal  pro- 
ductivity (or  marginal  efficiency)  of  capital  since  all  of  the  motives 
for  holding  cash  disappear  with  risk  and  uncertainty  except  the  trans- 
actions motive.  With  no  liquidity  preference  as  such,  there  is  no 
liquidity  preference  theory  of  interest. 

In  this  highly  imaginary  economy,  consider  a  certain  capital  good 
which  costs  $100.00  and  yields  a  product  whose  sales,  after  deducting 
the  costs  of  the  other  factors  of  production,  yield  a  retuxti  of  exactly 
$23.74  per  year  for  five  years.  Assume  that  the  machine  is  purchased  and 
installed  on  January  1,  year  1,  and  that  the  product  is  completed  and  sold 
once  a  year  for  each  of  five  years— December  31  of  years  1,  2,  3,  4,  and 
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5.  Each  December  31  after  the  product  is  sold,  the  books  are  closed, 
depreciation  is  recorded,  and  profit  is  computed. 

A  glance  at  an  annuity  table  will  indicate  that  the  marginal 
efficiency  of  this  piece  of  capital  is  6  per  cent— that  is,  the  rate  re- 
quired to  discount  the  returns  to  the  cost  of  the  machine  is  6  per  cent, 
The  relevant  transactions  may  be  simply  represented  in  the  follomng 
table: 

TABLE  1 

RETURNS,  UNRECOVERED  COST,  AND  DEPRECIATION  OF  A 
HYPOTHETICAL  ASSET 


Unrecovered 

Gross  Return 

Date 

Cost 

Before 

After 

Return  as 

Decem- 

Current 

Current 

Deprec- 

Net 

Per  Cent  of 

ber 

Year's 

Year's 

iation 

Return 

Total 

Unrecovered 

31 

Deprec- 

Deprec- 

Cost 

Year 

iation 

iation 

1 

$100.00 

$82.26 

$17.74 

$6.00 

$23.74 

6 

2 

82.26 

63.46 

18.80 

4.94 

23.74 

6 

3 

63.46 

43.43 

19.93 

3.81 

23.74 

6 

4 

43.53 

22.40 

21.13 

2.61 

23.74 

6 

5 

22.40 

-0- 

22.40 

1.34 

23.74 

6 

Source:  Hypothetical 

The  purchaser  of  the  machine,  under  the  extreme  conditions  of  no 
risk  and  no  uncertainty,  is,  in  effect,  buying  an  annuity  which  yields 
the  going  long-period  interest  rate.   We  are  sacrificing  some  precision 


■••There  are  some  people  who  think  the  interest  rate  under  long-run 
competitive  equilibrium  must  be  zero.  This  is  true  only  if  the  supply 
curve  of  new  savings  happens  to  become  zero  only  at  a  zero  interest  rate. 
It  would  be  just  as  plausible  for  such  a  rate  to  be  positive  or  negative. 
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by  letting  the  net  return  ($6.00  in  Year  1)  ha  compared  to  the  year-end 
value  before  depreciation  ($100.00  in  Year  1)  to  compute  the  yield  of  6 
per  cent.  This  assumes  that  the  year's  depreciation  happens  all  at  once 
late  in  the  afternoon  on  December  31.  We  should  more  properly  show  de- 
preciation occuring  continuously  through  the  year  and  compute  the  net  re- 
turn on  the  average  value  of  the  asset  daring  the  year.  Refinements 
such  as  this,  however,  \4ould  not  alter  any  conclusions  of  the  argument 
and  would  distract  from  the  simplicity  of  the  example. 

Several  observations  are  now  in  order.  If,  on  January  1  of  Year  2 
one  were  asked  what  he  would  pay  for  the  machine  under  the  assumed  condi- 
tions, he  would  give  for  his  answer  the  book  value  after  the  first  year's 
depreciation  was  deducted,  i.e.,  $82.26.  In  other  words,  6  per  cent  is 
the  rate  wliich  correctly  discounts  four  payments  of  $23.74  for  the  next 
four  years  to  a  present  value  of  $82.26.  Book  value  and  market  value  co- 
incide. Long-period  equilibrium  further  implies  no  cost  changes,  so  that 
reproduction  cost  is  equal  to  historical  cost  new,  and  depreciated  repro- 
ductioii  cost  \«3uld  be  equal  to  depreciated  book  cost.  Moreover,  the  ab- 
sence of  technological  change  implies  that  replacement  cost  is  the  same 
as  reproduction  cost.  All  of  the  bases  of  valuation,  then,  coincide 
under  these  extreme  assumptions. 

It  should  also  be  noted  that  depreciation  charges  increase  as  time 
passes;  this  result  is  implicit  in  the  method  adopted  for  computing  the 


We  are  assuming  it  here  to  be  6  per  cent— that  is»  if  the  rate  should  fall 
below  6  per  cent,  people  will  dis-save;  hence  shrink  the  supply  of  cap- 
ital; hence  raise  its  return. 
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marginal  efficiency  of  capital  and  the  assumption  of  constant  gross  re- 
turns for  each  of  the  five  years.  Straight-line  depreciation  vould,  in 
this  case,  carry  the  implication  of  a  zero  rate  of  interest.  This 
should  not,  however,  be  interpreted  as  a  criticism  of  present-day 
accounting  practices  which  rely  heavily  on  straight-line  depreciation. 
Our  example  is  a  long  way  away  from  a  real  world. 

It  is  possible  to  arrive  at  the  same  conclusions  even  in  the  ab- 
sence of  long-run  equilibrium,  if  the  remaining  assumptions--! .e.,  per- 
fect competition,  lack  of  technological  change,  constant  population,  and 
no  risk  or  uncertainty— are  retained.  The  conditions  of  a  dynamic  equilib- 
rium, as  an  economy  under  the  above  four  assumptions  moves  toward  long- 
run  equilibrium,  have  not  been  fully  and  satisfactorily  worked  out,  but 
they  would  very  likely  include  the  following: 

1.  Net  Investment  is  taking  place;  capital  goods  production 
measured  in  current  prices  exceeds  depreciation  allowances. 

2.  There  is  a  demand  for  capital  funds  on  the  part  of  business 
firms,  and  a  supply  of  same  on  the  part  of  savers.  Or,  putting 
the  same  thing  in  different  words,  there  is  a  supply  of  se- 
curities (stocks  or  bonds  indifferently  under  our  conditions 

as  noted  above)  by  businesses  and  a  demand  for  same  by  savers. 

3.  There  is  a  corresponding  demand  by  businesses  for  capital 
goods  and  a  supply  governed  by  marginal  costs  in  the  capital 
goods  Industry. 

4.  Returns  to  capital  are  identical  in  the  constjmer-goods  and 
capital-goods  industries.  That  is,  the  demand  for  capital 
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goods  to  expand  the  stock  of  capital  has  been  met  by  a 
sufficiently  expanded  capital-goods  industry  so  that  ex- 
cessively high  returns  do  not  prevail  there. 
5.  The  marginal  productivity  of  capital"hence  the  rate  of 

interest—declines  (though  in  a  perfectly  foreseen  fashion), 
but  values  of  existing  capital  goods  are  not  affected.  This 
is  true  because  even  though  new  capital  goods  through  di- 
minishing returns  are  forcing  down  the  return  to  all  capital-- 
new  and  old--the  falling  interest  rate  means  that  lower  quasi- 
rents  are  being  capitalized  at  a  correspondingly  lower  rate; 
hence  capital  values  need  not  change,^  The  equality  between 
the  various  bases  of  valuation  developed  above  need  not  be 
disturbed. 

It  is  not  possible  to  drop  any  more  assumptions,  however,  without 
destroying  this  neat  equality.  In  other  words,  if  these  highly  restrict- 
ive assumptions  are  not  fulfilled,  the  different  methods  of  valuation 
lead  to  different  results.  We  shall  catalogue  some  of  the  departures 
from  the  extremely  restrictive  assumptions  given  above  and  note  the 
effects  on  the  relationships  between  original  cost,  replacement  cost, 
reproduction  cost,  and  market  value. 

One  such  is  a  departure  from  competition  either  in  the  markets 


2 

'This  would  not  be  strictly  true  if  all  earnings  were  capital* 

ized  into  present  values.  Falling  returns  to  capital  imply  higher  wages, 

so  that  present  values  of  human  labor  rise  on  two  counts— higher  returns 

and  a  lower  rate  of  capitalization.  This  observation  is  made  by  A.  P. 

Lerner  in  his  article  "On  the  Marginal  Product  of  Capital  and  the  Marginal 

Efficiency  of  Investment,'  Journal  of  Political  Economy.  LXI  (February, 

1953),  1-14. 
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for  capital  goods  themselves  or  in  the  markets  for  goods  produced  with 
their  aid.  A  related  market  imperfection  is  the  lack  of  widespread 
knowledge  of  alternative  opportunities  as  well  as  an  infrequent  market 
tuimover  fca:  most  existing  capital  goods.  The  multitudes  of  omnis- 
cient little  competitors  scurrying  around  taking  advantage  of  every 
minute  departure  from  equilibrium  exist  only  in  the  textbooks.  Condi- 
tions such  as  these  explain  why  market  value  is  not  an  overly  attract- 
ive basis  of  valuation  for  either  the  business  accountant  or  the  social 
accountant . 

A  changing  general  price  level,  assumed  out  of  existence  in  long- 
run  equilibrium  and  not  necessarily  a  feature  of  the  dynamic  equilibri- 
um discussed  above,  in  practice  represents  a  frequent  source  of  diver- 
gence between  the  different  valuation  methods,  especially  between  histor- 
ical cost  and  the  other  three.  Since  the  net  movement  of  prices  over  the 
last  hundred  years  or  so  (at  least)  has  been  up,  the  usual  result  is 
that  historical  cost  is  the  lowest  value  of  the  four,  though  there  are 
important  exceptions  (such  as  the  1930' s). 

The  existence  of  risk  and  uncertainty  introduces  a  divergence  be- 
tween plans  or  expectations  and  realizations.  Market  value,  which  al- 
ways depends  on  someone's  expectations  about  future  returns,  is  strictly 
an  ex  ante  concept.  Cost  (whichever  version— historical,  replacement, 
or  reproduction),  on  the  other  hand,  is  a  realized,  or  ex  post  concept. 
True,  from  the  standpoint  of  the  purchaser  of  a  capital  good,  cost  and 
market  value  are  identical  at  the  moment  of  purchase,  but  this  equality 
never  necessarily  holds  again. 
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Changes  in  technology  or  changes  in  consumer  tastes  are  equally 
destructive  of  the  values  of  existing  capital  goods,  a  situation  des- 
cribed by  accountants  as  obsolescence.  The  inevitable  result  of  tech- 
nological advance  is  to  render  market  values  (or  in  the  absence  of  an 
objective  market  value,  present  values  reckoned  by  discounting  expected 
returns  within  a  firm)  lower  than  costs,  except  to  the  extent  that  ob- 
solescence is  anticipated  and  allowed  for  in  depreciation  rates.  As 
we  have  already  noted,  this  factor  (technological  advance)  also  destroys 
the  equality  between  replacement  cost  and  reproduction  cost.  Shifts  in 
consumer  tastes  raise  market  values  of  capital  goods  above  costs  or 
force  them  below  costs,  depending  on  the  direction  of  the  shift.  About 
the  only  certainty  is  that  some  change  will  occur. 

This  brief  recitation  of  departures  from  the  abstract  world  of 
perfect  competition  and  equilibrium--all  of  which  departures  are  persist- 
ing features  of  our  oim  and  other  economies— suggests  that  the  four  pro- 
posed bases  of  valuation  will  normally  lead  to  four  different  results 
even  if  they  all  could  be  computed,  and  they  frequently  cannot.  Further- 
more, no  one  is  intrinsically  superior  to  the  others,  so  that  the  reams 
of  paper  and  gallons  of  ink  consumed  in  "proving"  that  one  or  the  other 
of  the  concepts  is  the  "best"  have  been  largely  wasted.  If  one  is  inter- 
ested in  computing  realized  returns,  he  will  use  one  of  the  cost  con- 
cepts; which  one  he  uses  will  depend  on  what  is  to  be  measured  as  capital 
gain  or  loss  and  what  is  to  be  considered  returns  from  operations.^  If, 

•rChe  current  controversy  in  accounting  over  historical  cost  versus 
one  of  the  other  cost  variants  may  be  viewed  as  an  argument  about  how 
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on  the  other  hand,  one  is  intcrasted  in  motivational  factors,  he  is  mov- 
ing into  e;:  ante  territory;  market  value,  which  best  measures  opportunity 
cost,  is  the  relevant  consideration. 

As  noted  in  Chapter  I,  assets  or  items  of  wealth  have  past,  pre- 
sent, and  future  dimensions;  a  balance  sheet  struck  at  a  given  moment— 
the  "present" --is  a  linlc  between  past  and  future.  If  cost  is  taken  as 
the  measure  of  past  efforts  embodied,  and  a  stream  of  returns  to  be 
earned  represents  the  future  dimension,  then  the  value  which  appears  on 
the  balance  sheet  is  the  present  linlt.  IJe  have  already  seen,  however, 
that  these  differing  dimensions  converge  on  identical  values  only  in 
special  circumstances  never  likely  to  be  realized.  Some  sort  of  choice 
must  be  made,  and  accountants  have  generally  chosen  the  past. 

Any  such  choice  results  in  a  dilemma;  if  a  value  which  reflects 
future  expected  returns  is  selected  (i.e.,  market  value),  the  balance 
sheet  gives  no  information  about  embodied  costs.  If,  on  the  other  hand, 
unze^overed  costs  are  used  as  the  basis,  the  balance  sheet  tells  nothing 
about  the  present  worth  or  future  expectations,  except  that  when  market 
values  fall  below  costs  this  fact  is  generally  reflected  in  present-day 
business  accounting. 

Unfortunately,  non-accountants  persist  in  the  belief  that  balance 


money  gains  shall  be  allocated  between  capital  gains  on  the  one  hand 
and  profits  from  operations  on  the  other.  Historical  cost  devotees 
want  to  call  all  realised  returns  profit,  while  advocates  of,  say,  re- 
placement cost  as  the  proper  valuation  basis  want  to  show  some  of  the 
returns  as  capital  gains.  The  latter  group,  if  consistent,  will  also 
write  up  the  asset  values  as  well  as  increase  depreciation  charges  over 
those  indicated  by  historical  costs.  This  \^ite-up  is  a  capital  gain 
which  is  realized"  through  depreciation  charges. 
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sheets  (or  statements  of  financial  position,  more  precisely)  tell 
something  about  what  an  enterprise  is  "worth,"  a  not  wholly  unreason- 
able expectation.  In  response  to  this  attitude,  some  accountants  deny 
that  balance  sheets  do  any  such  thing.   Some  have  ventured  to  suggest 
that  since  balance  sheets  are  such  technical  affairs  they  should  probably 
not  be  entrusted  to  the  public  (which  is  bound  to  misinterpret  them)  in 
their  present  form.''  The  balance  sheet  becomes  a  mere  appendage  of  the 
income  statement— a  temporary  resting  place  for  costs  which  await  their 
final  fate  in  some  future  income  statement.  This  is  a  far  cry  from 
former  times  when  income  statements  served  only  to  link  together  success- 
ive balance  sheets,  which  were  thought  to  contain  the  really  valuable  in- 
formation. 

The  shift  of  emphasis  to  the  income  statement  is  no  doubt  a 
healthy  thing;  we  have  witnessed  much  the  same  development  in  national 
accounting.  As  we  have  already  pointed  out,  national  income  and  product 
figures  deserve  all  the  care  and  attention  they  get  and  then  some.  We 
should  not  subordinate  them  to  any  of  the  other  social  accounting  state- 
ments . 

Nor  is  there  anything  wrong  with  looking  upon  assets  as  deferred 
costs.  In  the  simplified  example  given  at  the  beginning  of  this  chapter, 


4 
See,  for  example,  John  N.  Myer,  "Fallacies  in  the  Balance  Sheet 

Approach,"  Accounting  Review.  XXI  (January,  1946),  8-13.   In  this 

article  accounting  teachers  are  taken  to  task  for  spreading  such  false 

ideas . 

^George  0.  May,  "The  Future  of  the  Balance  Sheet,"  Journal  of 
Accountancy.  LXXXVIII  (August,  1947),  98-101. 
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assets  viewed  as  deferred  costs  and  assets  viewed  as  present  values  co» 
incided.  When  different  methods  of  valuation  diverge  (as  they  do  in 
reality),  especially  when  they  diverge  widely  as  in  a  period  of  rapidly 
rising  prices,  to  hold  that  assets  are  only  deferred  historical  costs 
is  patently  absurd*  They  are  also  the  present  value  of  a  stream  of  ex« 
pected  future  returns,  and,  if  one  has  to  choose  which  of  the  tiro  con- 
cepts is  the  more  significant,  he  would  choose  the  latter.  The  past  is, 
after  all,  past;  the  only  decisions  which  can  now  be  made  refer  to  the 
present  and  future. 

There  are,  of  course,  good  reasons  for  maintaining  historical  cost 
as  the  basis  for  business  accounting.  Here,  at  least,  is  an  objective 
and  verifiable  standard  and  one  which  affords  a  real  measure  of  protect* 
ion  to  the  public  and  business  shareholders  after  the  shabby  and  fraud- 
ulent tricks  of  an  earlier  day.  Most  of  its  defenses  are  on  practical 
grounds,  however;  there  are  few  good  theoretical  ones. 

We  may  now  return  to  the  problem  of  valuing  reproducible  tangible 
assets  in  the  national  balance  sheet.  Given  the  necessary  information, 
it  would  seem  preferable  to  use  market  value  as  the  appropriate  basis  of 
valuation.  Such  a  basis  fairly  represents  the  opportunity  cost  of  hold- 
ing and  using  assets,  which  is  the  relevant  consideration  as  far  as  any 
decisions  in  the  present  are  concerned.  It  vrould  state  the  national 
wealth  on  the  same  basis  as  the  national  income  and  product.   It  would 
provide  a  basis  for  calculating  capital  consumption  allowances  on  a 
current  cost  basis,  a  valuation  basis  more  nearly  comparable  to  other 
gross  national  product  components— a  sorely  needed  improvement  in  the 
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national  accounts.  Capital  formation  figures,  which  may  now  sensibly 

be  expressed  as  a  percentage  of  gross  or  net  national  product,  could  also 
be  expressed  as  a  percentage  of  existing  capital  since  both  would  be  on 
a  comparable  valuation  basis.  Moreover,  stating  each  sector's  wealth  in 
current  market  values  allows  an  estimate  of  its  current  command  over 
national  resources . 

Unfortunately,  there  are  some  formidable  difficulties  in  using 
market  value  as  a  basis  of  valuation,  and  they  do  not  have  much  to  do 
with  difficulties  of  gathering  existing  data,  which  are  formidable  in 
their  own  right.  Only  a  very  small  fraction  of  the  nation's  wealth 
passes  through  markets  in  a  given  period  of  time,  and  much  of  the  nation's 
wealth  never  does  at  all.  There  are  no  such  things  as  objectively  deter- 
mined market  values  in  most  cases .^ 

Our  problem,  then,  is  to  use  that  basis  of  valuation  which  most 
nearly  approximates  current  market  value.  In  the  vnriter's  opinion,  the 
appropriate  second-best  measure  is  original  cost  adjusted  to  a  current 
basis  by  means  of  specific  indexes— that  is,  separate  indexes  for  each 
class  of  capital  goods--with  depreciation  reserves  similarly  adjusted 
by  means  of  price  indexes.  Since  the  available  indexes  are  based  on 
current  production  costs  of  similar  articles,  our  method  results  in  a 
mixture  of  replacement  and  reproduction  costs,  depending  on  the  extent 
to  which  quality  changes  have  been  reflected  in  the  indexes  and  the  extent 


This  difficulty  is  stressed  by  Kuznets,  among  others.  See  "On 
the  Measurement  of  National  Wealth,"  loc.  cit..  pp.  24-27. 
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to  vhich  quality  changes  have  affected  values  of  existing  capital  goods. 
The  method  outlined  above,  namely,  original  cost  adjusted  to  current 
cost  by  me£ins  of  specific  price  indexes  and  depreciated  on  a  current 
cost  basis,  is  used  in  this  study. 

This  is  not  a  wholly  satisfactory  solution.  In  fact,  there  is  no 
way,  really,  to  measure  the  stock  of  capital;  we  are  merely  using  the 
best  approximation.  It  follows  that  the  same  thing  is  true  of  capital 
consumption  allowances.   The  method  outlined  has  been  used  by  the  De- 
partment of  Commerce, °  and  it  is  followed  by  Goldsmith  in  all  of  his 
recent  ^^ork.^  It  is  further  suggested  as  an  appropriate  method  in  sev- 
eral other  recent  articles.^ 

With  respect  to  tangible  nonreproducible  assets--the  most  impor- 
tant of  which  are  land  and  other  natural  resources— the  theoretical 
problem  is  much  simpler.  Since  there  is,  strictly  speaking,  no  produc- 
tion cost  involved,  the  market  provides  the  only  means  of  valuation. 
As  a  practical  matter,  the  problem  is  more  serious  since  only  a  small 


Keynes  is  one  of  the  several  writers  who  has  pointed  this  out* 
See  John  Maynard  Keynes,  The  General  Theory  of  Employment.  Interest  and 
Money  (New  York:  Harcourt,  Brace  6t  Co.,  1936),  p.  39. 

"Though  not,  of  course,  in  official  income  and  product  figures. 
See  Raymond  Nassimbene  and  Donald  G.  Wooden,  "Growth  of  Business  Capital 
Equipment,  1929-53,"  Survey  of  Current  Business.  XXXIV  (December,  1954), 
18-26. 

°See,  for  example,  Goldsmith,  A  Study  of  Saving. 

•••^Eric  Schiff,  "Gross  Stocks  Estimated  from  Past  Installations," 
Review  of  Economics  and  Statistics.  XL  (May,  1958),  174-177;  Myron  J. 
Gordon,  The  Valuation  of  Accounts  at  Current  Cost,''  Accounting  Review. 
XXVIII  (July,  1953),  373-384. 
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fraction  of  such  assets  appear  on  the  market  in  any  given  time  period. 
Still,  for  reasons  mentioned  above  in  connection  with  reproducible 
assets,  current  market  value,  whether  actually  sold  or  not,  is  the 
appropriate  measure—certainly  more  appropriate  than  original  cost  to 
the  owner,  which  is,  after  all,  only  the  market  price  of  some  past  per- 
iod. Real  property  is  usually  appraised  v/ith  greater  ease  than  tangible 
property  in  general;  the  problems  here  are  more  like  problems  of  find- 
ing data  in  general  than  tough  theoretical  problems. 

Some  interesting  questions  arise  in  connection  with  certain  types 
of  public  real  property.  Public  domain  in  general  presents  no  real  prob- 
lems, nor  do  military  reservations  nor,  for  that  matter,  parks  and  play- 
grounds. We  may  appeal  to  the  principle  of  opportunity  cost  for  an 
answer;  if  no  opportunity  cost,  then  no  value  on  the  national  balance 
sheet.  It  is  true  that  some  private  properties  have  a  greater  market 
value  by  virtue  of  their  location  adjacent  to  public  properties,  so  that 
any  value  in  the  public  land  is  already  reflected  in  surrounding  private 
land  values.  This,  however,  is  a  feature  consaon  to  private  property  as 
v/ell  and  cannot  be  advanced  as  an  argument  for  excluding  the  value  of 
such  land  from  the  national  wealth. ^^  As  for  the  land  underlying  roads 
and  streets,  it  may  be  argued  that  there  are  not  really  any  opportunity 
costs  since  there  is  no  real  possibility  of  using  such  land  for  anything 
else.  As  a  practical  matter  it  would  appear  not  to  make  very  much  differ- 
ence whether  this  land  is  included  or  excluded  in  the  national  wealth. 

11 

**This  line  of  reasoning  is  used  by  Goldsmith  in  "Measuring  Nation- 
al Wealth  in  a  System  of  Social  Accounting"  (loc.  cit.).  p.  48. 
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A  rough  estimate  is  included  for  the  purposes  of  this  study.  Repro- 
ducible assets  like  streets  and  sidewalks  are  a  different  matter,  how- 
ever; they  represent  resources  which  could  well  have  been  used  else- 
where and  as  such  have  a  real  opportunity  cost. 

As  for  intangible  assets,  the  appropriate  basis  of  valuation  is, 
in  the  writer's  opinion,  market  value. ^^  Market  prices  are  much  more 
readily  available  than  in  the  case  of  tangible  assets.  Some  assets  are 
effectively  marketable  at  their  face  values— for  example,  currency  and 
demand  deposits.  Some  interest-earning  intangibles  reflect  changes  in 
interest  rates  in  their  market  values;  others  respond  by  a  change  in  their 
own  rates  of  return.  Among  the  latter  are  time  deposits  and  shares  in 
savings  and  loan  associations.  These  may  safely  be  carried  at  face 
value . 

With  respect  to  marketable  federal  securities,  quotations  are 
readily  available,  while  savings  bonds  may  be  valued  on  the  basis  of 
their  redemption  schedules.  As  to  corporate,  foreign,  state,  and  local 
bonds,  market  quotations  are  available  in  many  cases,  and  even  those 
privately-placed  issues  may  be  valued  roughly  on  the  basis  of  comparable 
traded  issues. 

■ 

The  proper  valuation  for  bonds  as  liabilities  presents  another 
problem.  They  are  generally  recorded  on  debtors'  books  at  face  value, 
with  any  difference  between  this  figure  and  the  actual  proceeds  at  the 

-'-'^It  might  be  reiterated  at  this  point  that  intangible  assets  are 
matters  of  importance  only  for  economic  units  or  for  sectors;  they  do 
not  appear  on  the  national  balance  sheet  at  all  except  in  cases  involv- 
ing foreigners.  The  ensuing  discussion,  then,  refers  almost  ^^holly  to 
sector  balance  sheets,  not  the  national  balance  sheet  itself « 
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time  of  issue  shoxm  separately  as  bond  discount  or  premium.  If  bonds 
are  shovn  at  market  value  from  the  standpoint  of  debtors,  a  discrepancy 
will  arise  when  we  begin  cancelling  offsetting  domestic  assets  and  lia- 
bilities. Problems  of  this  nature  are  treated  more  fully  in  Chapter  V 
of  this  study,  but  this  is  essentially  a  valuation  problem  and  will  be 
discussed  here. 

The  method  adopted  here  is  to  record  bond  liabilities  at  the 
market  value  of  the  securities  so  that  no  discrepancy  between  the  asset 
and  liability  aspects  of  the  same  instrument  appears.  A  superficial 
reason  is  that  the  debtor  could  redeem  any  one  of  the  bonds  at  the  going 
market  value  and  hence  discharge  the  liability. ^^  There  is  an  even  more 
fundamental  reason,  however.  Consider  the  case  of  a  corporation  which 
has  outstanding  bonds  due  in  ten  years,  bearing  a  3  per  cent  coupon 
rate.  Suppose  the  bonds  have  a  market  price  of  92,  or  an  effective 
yield  of  approximately  4  per  cent.  The  market,  in  effect,  is  telling 
the  corporation  that  it  must  pay  4  per  cent  if  it  wishes  to  borrow;  the 
3  per  cent  coupons  do  not  represent  all  the  interest  which  the  corporation 
effectively  pays  in  the  future  nor  all  of  the  interest  which  a  present 
purchaser  of  the  instxrument  would  receive. 

In  order  to  measure  properly  the  present  liability  of  the  corpor- 
ation and  the  future  interest  payments,  the  liability  should  be  shown 
at  92;  then  gradually  increased  over  the  ten-year  period  to  100,  the 


^^It  is  true  that  the  whole  debt  could  probably  not  be  discharged 
without  changing  the  market  price.  Valuation  at  the  margin,  however,  is 
a  well  established  principle  in  economics* 
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annual  addition  to  the  liability  being  the  same  amount  vhich  the  holder 
would  record  as  accruing  effective  interest.  In  the  absence  of  further 
changes  in  interest  rates,  market  values  \«>uld  reflect  precisely  the 
same  valuations.  Should  interest  rates  again  change,  the  resulting  market 
valuation  is  still  the  correct  measuring  rod  for  the  liability.  It  will 
be  objected,  of  course,  that  in  this  example  the  corporation  "owes"  the 
face  amount,  not  92  per  cent  of  that  amount.  A  debt  maturing  in  ten 
years,  however,  is  a  considerably  different  thing  from  a  debt  maturing 
in  tvro  weeks  or  one  year. 

Something  like  this  is  actually  done  by  business  accountants  in  the 
case  of  the  issue  of  securities  at  other  than  face  value  (ignoring,  for 
the  moment,  flotation  costs)  which  signifies  that  the  coupon  rate  is  not 
the  effective  rate.  The  difference  is  recorded  as  discount  or  premium. 
The  gradual  amortization  of  this  quantity  is  a  rough  approximation  of  the 
treatment  suggested  above;  it  deals  with  the  difference  between  face  and 
market  values  on  the  date  of  issuance.  We  are  merely  extending  this 
same  treatment  to  every  date  between  issuance  and  redemption  for  which 
a  balance  sheet  is  prepared. 

Corporate  stocks  may  also  be  shown  as  assets  at  market  value  since 
a  very  large  portion  of  all  outstanding  issues  have  some  shares  traded 
at  short  intervals.  The  divergence  between  market  values  of  stocks  £md 
the  underlying  equities  in  assets  presents  a  very  serious  problem  in  con- 
solidation, which  is  discussed  at  some  length  in  Chapter  V. 

As  for  intangible  assets  like  patents,  trademarks,  and  copyrights, 
market  value  is  again  the  theoretically  correct  method  of  valuation  since 
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it  represants  the  opportunity  cost  of  retaining  the  advantage  offered 
by  such  assets.  As  ^re  have  suggested  in  Chapter  I,  these  items  are  not 
assets  for  the  v7hole  nation,  but  they  are  very  definitely  assets  from 
the  viewpoint  of  the  individual  firm.  This  is  one  case  in  which  the 
concepts  of  private  and  national  wealth  diverge. 

As  a  practical  matter,  market  values  may  rarely  be  available,  so 
that,  for  purposes  of  balance  sheets  for  the  business  sectors,  book 
values  (usually  cost  or  aaninal  values)  may  be  used.  VJhile  technically 
inconsistent,  this  procedure  is  probably  the  only  possible  course.  Good- 
^ri.11,  another  intangible,  is  closely  bound  up  with  the  question  of  busi- 
ness net  worth  versus  market  value  of  corporate  stocks  and  will  be  dis- 
cussed, as  indicated  above,  in  Chapter  V. 

Tangible  assets  in  and  claims  against  the  United  States  owned  by 
foreigners  may  be  measured  according  to  market  valuations.  With  respect 
to  frequently  traded  securities,  market  values  are  easily  obtained. 
Wholly  owned  subsidiaries  or  others  whose  stocks  seldom  appear  in  markets 
may  be  valued  by  means  of  underlying  assets  and  liabilities.  Directly 
owned  tangible  assets  may  be  valued  in  the  same  way  as  are  correspond- 
ing ones  which  are  domestically  owned.  As  already  noted  in  Chapter  I, 
such  assets  should  be  included  on  the  national  balance  sheet  and  then 


^^As  noted  in  Chapter  I,  there  are  a  few  such  cases  which  cannot 
be  satisfactorily  resolved  without  doing  violence  either  to  sector  wealth 
on  the  one  hand  or  national  wealth  on  the  other.  The  most  important  di- 
vergence in  valuation  is  that  between  corporate  net  worth  and  the  market 
value  of  outstanding  stock,  mentioned  above.  As  also  noted  in  Chapter  I, 
these  instances  are  dealt  with  by  showing  the  discrepancy  in  the  national 
balance  sheet  so  that  the  user  may  resolve  the  matter  in  whichever  way  he 
wishes. 
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offset  by  a  liability  to  foreigners  in  the  same  amount  eo  that  all 
domestically  situated  xrealth  is  covered, 

American  holdings  of  foreign  securities  may  also  be  sho>ni  at 
market  values;  many  are  traded  regularly  in  American  markets  so  that 
direct  dollar  valuations  are  easily  obtainable.  Others  are  regularly 
traded  in  foreign  markets;  values  so  determined  may  be  converted  at  free 
market  rates  or  the  same  rates  which  are  normally  used  for  withdra\d.ng 
earnings.  Direct  investments  in  foreign  countries,  for  xfhich  market 
values  are  frequently  not  available,  may  be  valued  on  the  basis  of  orig- 
inal costs  adjusted  to  current  costs,  as  is  the  case  with  domestic  re- 
producible assets. 

All  of  the  quantitatively  important  types  of  assets  and  liabili- 
ties have  been  mentioned;  there  are  others  vhlch  might  be  considered  in 
a  study  devoted  completely  to  such  problems  but  which  need  not  detain 
us  here. 


CHAPTER  III 


SECTORING  THE  ECONOMY 


Chapters  I  and  II  have  examined  the  scope  of  the  national  balance 
sheet  and  the  methods  of  valuation  which  are  suitable  for  use  in  its 
preparation.  There  has  been  frequent  reference  to  the  sectors  of  the 
economy,  the  idea  of  sectoring  having  been  mentioned  in  the  Introduction 
to  this  study.  It  is  the  purpose  of  this  chapter  to  discuss  in  more  de- 
tail the  purposes  of  sectoring  in  social  accounting  and  the  type  of 
sectoring  vhich  is  appropriate  for  the  national  balance  sheet. 

Every  social  accounting  system  ^diich  has  set  out  to  measure 
national  aggregates  has — of  necessity,  it  would  seem — developed  sector 
information.  The  income  and  product  accounts  may  be  used  as  an  example. 
They  purport  to  measure  the  nation's  income  and  the  nation's  production, 
yet  in  practice  they  do  considerably  more  than  this.  Personal  income, 
one  of  the  closely  observed  indicators  of  the  nation's  economic  health, 
is  a  sector  concept,  not  a  national  concept,  the  sector  in  question 
being  persons  or  households.  Sectoring  is  even  more  explicit  in  the 
national  savings-investment  account.  National  investment  (gross  private 
domestic  investment  plus  net  foreign  investment)  is,  except  for  the 
statistical  discrepancy,  numerically  equal  to  personal  saving  plus 
corporate  saving  (retained  earnings)  plus  government  saving. 

The  basic  reason  for  sectoring  Is  that  national  aggregates  in 
themselves  do  not  always  convey  enough  information.  Some  disaggregation 

57 


58 

adds  considerably  to  the  infonaation  about  the  economy  vjhich  social 
accounting  statameats  can  convey.  This  observation  is  particularly 
relevant  to  the  national  balance  sheet.  It  is  informative,  no  doubt,  to 
know  the  total  amount  of  the  nation's  wealth  at  any  particular  time.  If 
all  items  of  national  wealth  were  directly  ov?ned  by  individuals,  a 
simple  statement  of  the  national  wealth  might  be  sufficient,  though  it 
would  probably  still  be  helpful  to  knov;  something  about  its  distribution 
(a  stap  in  the  direction  of  disaggregation) . 

It  is  characteristic  of  most  developed  economies,  however,  that 
ownership  is  exercised  largely  through  claims,  sometimes  three  or  four 
stages  removed  from  the  actual  possession  of  tangible  items  of  wealth 
which,  except  for  foreign  claims,  comprise  the  nation's  wealth.  An  indi- 
vidual, for  example,  may  have  a  claim  against  an  insurance  company  which 
has  in  turn  a  claim  against  a  business  firm  ei'^ercised  through  the  owner- 
ship of  corporate  bonds.  It  is  this  structure  of  claims  and  liabilities 
which  makes  necessary  the  inclusica  of  sector  information  in  the  nation- 
al balance  sheet.  It  is  perhaps  fair  to  say  that  the  national  balance 
sheet,  in  throwing  fresh  light  on  the  nature  of  this  claims  structure, 
performs  a  more  valuable  service  than  in  shoxd.ng  the  total  of  national 
wealth. 

The  questions  which  arise  in  dividing  the  economy  into  sectors  and 
the  combining  or  consolidating  of  economic  units  within  the  sectors  must 
be  answered  with  a  number  of  considerations  in  view. 

The  first  consideration  is  the  homogeneity  of  units  combined;  if 
the  information  presented  by  the  balance  sheets  is  to  have  much 
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analytical  usefulness,  the  economic  units  in  a  given  sector  should 
respond  similarly  to  changes  in  the  economic  variables.  Complete  homo- 
geneity for  each  sector  is  probably  a  goal  which  cannot  be  wholly  real- 
ized, at  least  with  a  respectably  small  number  of  sectors.  "Jithin  broad 
limits,  however,  and  by  the  judicious  use  of  sub-sectors,  it  should  be 
possible  to  effect  a  reasonable  compromise  between  the  diversity  of 
units  and  the  need  for  a  readable  statement.  The  reader  may  Judge 
vzhether  this  objective  is  subsequently  accomplished. 

A  second  consideration  is  the  choice  of  an  arrangement  which  Td.ll 
show  to  best  advantage  the  complex  network  of  claims  and  counter-claims 
through  which  .America's  xrealth  is  owned.  As  a  little  reflection  ttIII 
make  clear,  everything  of  value  in  the  nation  is  ultimately  o^raed  by 
someone — either  individuals  singly,  groups  of  individuals  in  private 
nonprofit  organizations,  or  individuals  collectively  through  their 
governments.  The  larger  share  of  the  national  wealth  is  owned  indirect- 
ly, that  is,  by  businesses,  which  are  in  turn  oT^ned  by  individuals,  or 
even  more  remotely,  through  financial  intermediaries  such  as  banks,  in- 
surance companies,  or  investment  trusts.  To  reduce  to  a  single  coherent 
statement  this  vast,  circuitous  chain  of  assets  and  claims  is  one  of  the 
primary  purposes  of  the  national  balance  sheet. 

A  third  consideration  is  a  form  of  organisation  xirhich  will  facili- 
tate the  establishment  of  relationships  with  the  other  social  accounting 
statements,  an  objective  briefly  discussed  above  and  analyzed  in  some 
detail  in  Chapter  VI  of  this  study. 

There  are  several  different  criteria  by  which  economic  units  may 
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be  grouped  into  sectors--by  activity,  for  example,  or  by  fuaction,  or  on 
the  basis  of  the  decision-making  authority, ■'■  Mining,  ore-shipping,  and 
steel-making  are  three  different  activities  from  the  viewpoint  of  input- 
output  accounting,  but,  if  conducted  by  U«S*  Steel,  they  are  all  treated 
as  a  unit  from  the  standpoint  of  decision-making  authority.  For  another 
example,  certain  assets  and  liabilities  of  the  U.S.  Treasury  are  tied  to 
the  national  money  supply  so  that  functionally  they  could  be  grouped 
with  the  banking  system  under  the  heading  'Money" ;  yet  from  the  decision- 
making standpoint  banking  is  one  sector  and  the  U*S*  Government  is  an* 
other. 

The  national  income  and  products  accounts  are  generally  organised 
around  four  sectors,  assembled  on  the  basis  of  activities.  The  sector 
labelled  "Persons"  does  all  the  consuming  while  "Business"  does  virtually 
all  the  producing^  Government,  which  would  not  fit  into  either  cate- 
gory, is  shown  separately,  as  are  foreigners,  so  that  the  four  familiar 
sectors  emerge,  lk)U8ing,  which  is  largely  owned  by  individuals,  is 
nevertheless  shovm  in  the  business  sector,  as  are  the  commercial  activ- 
ities of  government.  Insofar  as  possible,  any  "productive'  activity  is 
assigned  to  the  business  sector,  and  investment  activity  talces  place 


A  discussion  of  the  criteria  used  (differently)  in  national 
income,  input-output,  and  flow-of -funds  accounts  appears  in  a  paper 
by  Stanley  J,  Sigel  entitled  "A  Comparison  of  the  Structures  of  Three 
Social  Accounting  Systems"  (Conference  on  Research  in  Income  and 
Wealth,  Input-Output  Analysis--an  Appraisal  Istudies  in  Income  and 
Wealth.  Vol,  XVIII  (Princeton:  Princeton  University  Press,  1955)]  ), 
This  study  is  based  en  Dr,  Sigel' s  Harvard  Ph,D,  dissertation. 
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exclusively  there. 2 

Input-output  systems,  too,  are  oriented  toward  activity-sectoring, 
but  ia  quite  a  different  way  from  national  income,"^  They  expand  in 
great  detail  precisely  those  activities  which  are  wholly  sixppressed  in 
income  and  product  iiccounting,  namely,  the  flows  of  intermediate  goods 
and  services  between  "industries"  which  are  the  relevant  sectors i  " 

The  Flow-c f -Funds  System,''^  in  its  present  stage  of  development,  is 
orleated  toward  sectoring  on  the  basis  of  decision-making  authority. 
Since  it  expressly  takes  into  account  transactions  in  ''financial''  assets 
and  liabilities  as  well  as  in  goods  and  services,  this  arrangement  almost 
necessarily  follows.  U.S.  Steel,  which  for  input-output  purposes  may  be 
allocated  to  several  industries,  is,  for  purposes  of  issuing  securities, 
paying  dividends,  borrowing  from  banlcs,  and  the  like,  one  entity. 

Of  the  three  systems  mentioned,^  the  national  balance  sheet 


^The  latest  published  description  of  procedures  and  concepts  in  the 
U.S.  income  ana  product  accounts  is  foimd  in  National  Income.  1934  Edi- 
tion ((\^ashingtonr  U-S*  Government  Printing  Office,  1954)  by  the  U.S.  De- 
partment of  Commerce,  Office  of  Business  Economics. 

For  a  thorough  summary  of  the  state  of  input-output,  see  Conter- 
ence  on  Research  in  Income  and  Wealth,  Input -Output  Analysis— an 
Appraisal .  The  Technical  Supplement  gives  the  tables  prepared  in  the  1947 
inter-industry  study  as  well  as  much  detail  on  sources  and  methods. 

^The  definitive  published  work  to  date  is  Flow  of  Funds  in  the 
United  States.  1939-1953  (Washington:  Board  of  Governors  of  the  Federal 
Reserve  Systam,  1355)  by  the  Board  of  Governors  of  the  Federal  Reserve 
System.  Later  mimeographed  revisions  and  extensions  are  available  on 
request . 

^Technically  speaking,  there  should  be  only  one _sy stem  of  social 
accounting  from  xjh.xh  the  various  statements  result.  The  fact  that  the 
three  above-mentioned  have  independently  originated  and  as  yet  have  not 
been  vrtoolly  integrated  justifies  the  use  of  the  term  "three  systems." 
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probably  has  most  in  common  with  the  £low-o£-funds  accounts.  Indeed, 
the  "financial"  transactions  shown  therein  are  changes  in  balances  of 
intangible  assets  and  liabilities,  i.e.,  in  accounts  reflected  in  the 
national  balance  sheet.  In  the  absence  of  such  a  statement,  the  Flow-of- 
Funds  Section  has  constructed  what  amounts  to  the  top  half  of  a  national 
balance  sheet. 

Like  the  flow-of-funds  accounts,  then,  the  balance  sheet  is  orient- 
ed toward  sectoring  by  decision-making  units.  All  decisions  regarding 
production,  consumption,  the  distribution  of  asset  holdings,  the  in- 
currence of  debt,  investment  and  the  like  are  made  by  some  unit.  They 
are  made,  insofar  as  quantitative  factors  are  concexned,  on  the  basis  of 
the  relevant  flows  (income,  expenditure,  etc.)  and  stocks  (balance  sheet 
itaas),  and  on  the  quantitative  terns  on  which  the  flows  take  place 
(prices,  wages,  interest  rates,  etc.).  Units  which  typically  react  in 
a  similar  way  are  grouped  together  (as,  for  example,  commercial  banks 
which  xx)uld  respond  predictably  to  decreased  reserves),  and  all  of  the 
descriptive  information  about  a  given  unit  provided  by  a  balance  sheet 
should  be  assigned  to  the  same  sector— that  is,  all  of  its  assets  and 
liabilities  should  be  shown  within  the  same  sector.^ 


"Income  and  product  accounting,  for  example,  considers  the  owner- 
ship of  one's  home  a  business  activity,  so  that  the  individual  (consumer 
sector)  pays  himself  an  imputed  rent  (business  sector)  in  order  to  main- 
tain, as  far  as  possible,  productive  activity  (shelter  services  here) 
within  the  business  sector.  While  this  is  a  perfectly  acceptable  ab- 
straction for  deriving  production  and  consumption  totals,  it  is  not  T^ell 
suited  to  balance  sheet  objectives.  Owner-occupied  houses  are  assets 
which  compete  with  the  remaining  assets  of  their  owners,  and  the  mort- 
gages against  them  are  personal  liabilities.  Or,  according  to  Graeme  S. 
Dorrance,  split  personalities  should  be  avoided.  These  matters  are  dis- 
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A  study  of  the  evolution  of  the  flow-of-funds  work  in  the  United 
States  may  prove  instructive,  especially  xd.th  respect  to  problems  of 
sectoring.  The  initial  moneyflows  project  which  was  undertaken  by 
Professor  Morris  Copeland  indicated  the  practicability  of  such  a  study, '^ 
so  that  it  was  carried  forward  on  an  official  basis  by  the  Board  of 
Governors  of  the  Federal  Reserve  System.  The  work  is  still  in  a  state 
of  evolution,  considerable  revisions  having  been  made  since  the  1953 
publication  already  referred  to  in  footnote  four  of  this  chapter.^  Some 
of  the  shifts  in  sectoring  which  have  been  made  serve  to  highlight  the 
problems  which  arise  in  this  connection.  Copeland' s  study  divided  the 
economy  into  eleven  sectors,  which  were  rearranged  and  reduced  to  ten 
in  the  Reserve  Board's  first  published  tables.^  Later  revisions  raised 
the  number  to  twelve;  then  reduced  it  to  eleven.  For  purposes  of  com> 
parison,  the  various  sectoring  schemes  are  presented  in  Table  2  below: 


cussed  in  his  very  interesting  unpublished  paper  'The  Place  of  the 
Balance  Sheet  in  an  Integrated  System  of  Economic  Accounts" 
(Washington:  International  Monetary  Fund,  January  7,  1959  CMimeo- 
graphedj  ),  p.  7, 

Morris  A.  Copeland,  A  Study  of  Moneyflows  in  the  United  States 
(New  York:  National  Bureau  of  Economic  Research,  1932). 

°Board  of  Governors  of  the  Federal  Reserve  System,  Flow  of  Funds 
in  the  United  States.  1939-1953. 


^Ibid. 
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TABLE  2 


CCMPARATIVE  METHODS  OF  SECTORING  THE 
ECONOMY  IN  VARIOUS  FLOW-OF-FUMDS  STUDIES 


Copeland 

1.  Households 

2.  Farms 

3.  Industrial  Corpora- 

tions 

4.  Business  Proprietor- 

ships and  Partner- 
ships 

5.  Federal  Government 

6.  State  and  Local 

Governments 

7 .  Banlcs  and  Monetary 

Funds 

8.  Life  Insurance 

9.  Other  Insurance 

10.  Security  and  Realty 

Firms,  et  al. 

11.  Rest  of  the  World 


Flow-of -Funds 
1955 

1.  Consumers 

2.  Corporate  Business 

3.  NoiTifarm  Unincorpor- 

ated Business 

4.  Farm  Busiiiess 


5.  Federal  Government 

6.  State  and  Local 

Governments 

7.  Banking  System 

8.  Insurance 

9.  Other  Institutional 

Investors 
10.  Rest  of  the  World 


Flow-of -Funds 

Revised 

1.  Consumers 

2.  Corporate  Business 

3.  Noafarm  Unincorpor- 

ated Business 

4.  Farm  Business 


5.  Federal  Government 

6.  State  and  Local 

Governments 

7.  Banking 

8.  Savings  Institu- 

tions 

9.  Insur£mce 

10.  Finance,  n.e.c. 

11.  Nonprofit  Organ- 

izations* 

12.  Rest  of  the  World 


^Combined  vTith  Consumers  in  more  recent  revisions. 


Most  units  of  the  federal  government  are  sho'^fln  under  that  heading; 
among  the  exceptions  are  the  municipal  government  activities  of  Washington, 
D.C,  which  are  grouped  with  State  and  Local  Governments,  and  the  Ex- 
change Stabilization  Fund,  which  is  grouped  with  the  banking  sector,  as 
are  the  Treasury  monetary  funds  (gold,  silver,  currency,  etc.).  Postal 
savings,  shown  under  banking  by  Copeland  and  the  original  flow-of-funds 
study,  are  nwved  back  to  the  federal  government  in  the  latest  revision. 
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Savings  and  loan  associations,  grouped  by  Copeland  with  Security  and 
Realty  Firms,  were  treated  as  Other  Institutional  Investors  in  the  flow- 
of-funds  study  and  then  removed  to  the  Savings  Institutions  sector  in  a 
later  revision.  Private  pension  funds  are  uniformly  included  in  the  In- 
surance sector,  and  home  ownership  (owner-occupied)  is  treated  as  a 
consumer  function  in  contrast  to  national  income,  where  it  is  regarded 
as  a  business*  Homes  held  for  rental,  assigned  by  Copeland  to  the 
Security  and  Realty  Firms  category,  are  in  the  Reserve  Board's  study 
treated  as  Unincorporated  Businesses. 

By  way  of  contrast.  Goldsmith's  national  balance  sheet  is  confined 
to  seven  sectors, ■'■'-'  namely,  (1)  Consumers,  (2)  Farm  Business,  (3)  Non- 
farm  Non-corporate  Business,  (4)  Financial  Intermediaries,  (5)  Other 
Corporate  Business,  (6)  Federal  Government,  and  (7)  State  and  Local 
Government.  All  of  the  studies  include  both  farm  and  nonfarm  households 
under  the  heading  of  Consvmiers.  Nonprofit  organizations,  included  under 
Consumers  by  Goldsmith,  were  originally  treated  by  flcw-of-funds  as 
Other  Institutional  Investors,  then  shown  separately,  and  finally  moved 
to  the  Consumer  sector.  Federal  trust  funds  and  veterans'  life  insur- 
ance reserves  are  classified  as  financial  intermediaries  by  Goldsnith 
but  are  shown  under  the  federal  government  throughout  the  flow-of -funds 
studies.  Treasury  monetary  funds,  on  the  other  hand,  are  classified 


The  latest  published  figures  are  for  1955,  taken  from  the 
National  Bureau  of  Economic  Research  37th  Annual  Report,  p.  36»  and 
the  Joint  Economic  Committee  of  the  U.S.  Congress  has  had  them  repro- 
duced in  The  National  Economic  Accounts  of  the  United  States,  p.  301. 
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with  the  federal  government  by  Goldsmith,  vhereas  flow-of-funds  consid- 
ers them  part  of  the  banking  sector. 

The  foregoing  brief  Bummary  of  some  alternative  plans  of  sector- 
ing will  serve  as  background  for  a  more  detailed  discussion  here  of 
some  of  the  issues  involved.  We  shall  take  as  a  starting  point  the 
minimal  four-sector  schaae  used  in  income  and  product  accounting  and 
work  toward  a  more  informative  though  not  unwieldy  statement.  Our  first 
aim  will  be  to  dispose  quickly  of  some  of  the  more  straight-forward, 
relatively  uncontroversial  matters . 

The  government  sector  should  undoubtedly  be  divided  between  the 
federal  government  on  the  one  hand  and  state  and  local  units  on  the 
other.  The  financial  resources  of  the  federal  government  are  infin- 
itely more  flexible.  Its  cyclical  behavior  differs,  especially  since 
it  is  formally  committed  to  contra-cyclical  action,  and  it  is  more 
closely  related  to  the  nation's  money  supply.  This  treatment  has  been 
followed  consistently  by  Goldsmith  and  all  of  the  flow-of-funds  studies. 

Another  obvious  need  is  the  development  of  separate  sectors  for 
financial  activities.  In  the  income  and  product  accounts  they  are 
shown  as  part  of  the  business  sector,  an  acceptable  procedure  in  view 
of  the  relatively  small  volumes  of  incomes  and  services  which  they  orig- 
inate. From  the  standpoint  of  funds  flows  or  claims  and  liabilities, 
however,  they  are  vitally  important.  This  fact  is  recognized  in  all  of 
the  sectoring  schemes  reviewed  above;  it  is  stressed  by  Dorrance,^^ 

^Dorrance,  op.  cit..  p.  8. 


67 

Vanderaeulen,^2  gjey  and  Peacock^^— in  fact,  by  virtually  every  writer 
whose  thinking  has  gone  beyond  income  and  product  accounting, 

A  somewhat  more  difficult  question  arises  as  to  the  degree  of 
further  division  of  financial  institutions .  At  the  very  minimum  it 
would  seem  desirable  to  separate  institutions  v^iose  liabilities  are  con- 
sidered to  be  money  from  those  that  are  not.  This  is  done  in  all  of  the 
various  stages  of  the  flow-of-funds  work.  As  Dorrance  points  out,  the 
banking  system,  especially  along  Td.th  the  central  bank,  is  one  of  the 
sectors  which  enjoys  considerable  independence  of  action;  it  may  initi- 
ate expansions  or  contractions  in  money  and  credit  to  x^hich  all  of  the 
remaining  assat-liability  relationships  in  the  economy  must  adjust ,^^ 
This,  it  may  be  noted,  is  the  premise  on  which  monetary  policy  is  built. 

A  closely  related  question  concerns  the  central  banlc:  is  it  a 
separate  sector,  or  merely  part  of  the  banking  sector?  The  flow-of-funds 
group,  oddly  enough,  completely  consolidates  the  reserve  banlcs  into  the 
banking  sector  and  suppresses  all  of  their  relationships  mth  the  com- 
mercial banlcs.  It  is  true  that,  quantitatively,  the  reserve  banks  hold 
a  small  share  of  the  national  total  of  assets  and  liabilities;  it  is  also 
true  that  a  subsector  statement  might  be  used  to  portray  the  relation- 
ships. In  view  of  the  fact,  however,  that  this  is  the  locus  of  monetary 
policy— in  fact,  one  of  the  critical  points  at  which  coercion  is  brought 


12 

Vandermeulen  and  Vandermeulen,  op,  cit..  p,  323, 


1  "i 

^"'Edey  and  Peacock,  op,  cit,.  p.  194. 

^Dorrance,  op,  cit.,  p,  9, 
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to  bear  on  the  whole  aconomy--it  vould  seem  appropriate  to  show  the 
reserve  banks  as  a  separate  sector  In  the  national  balance  sheet. 
Furthermore,  a  consolidation  at  this  point  violates  the  principle  of 
homogeneity.  The  commercial  banks  and  reserve  banks  are  ordinarily 
at  cross  purposes;  it  is  the  business  of  the  reserve  banlcs  to  "lean 

against  the  wind,"  at  least  as  the  Federal  Reserve  System  conceives 

15 

its  oim  role.  This  opinion  is  shared  by  Edey  and  Peacock,*-^  and 

Dorrance,^° 

/jaother  issue  is  the  treatment  of  the  Treasury  monetary 
accounts— gold,  gold  certificates,  silver,  silver  certificates,  U.S. 
notes,  coin,  the  Exchange  Stabilization  Fund,  and  other  minor  mone- 
tary assets  and  liabilities.  These  are  consolidated  with  the  bank- 
ing sector  in  the  flow-of- funds  work;  Goldsmith  has  left  them,  as 
already  noted,  in  the  accounts  of  the  federal  government.  Since  we 
are  using  as  a  guiding  principle  the  exercise  of  control,  it  would 
appear  that  such  accounts  belong  in  the  federal  government.  True, 
we  are  dividing  the  suppliers  of  money  into  several  sectors,  which 
is  what  flow-of-funds  has  attempted  to  avoid  with  a  consolidated 
banking  sector.  Nevertheless,  the  monetary  responsibilities  are 
divided  in  the  United  States,  and  our  social  accounting  may  as  well 
recognize  as  much.  Furthermore,  all  of  the  external  factors  which 
impinge  upon  the  commercial  banks  should  be  highlighted  in  the  nat- 
ional balance  sheet. 

^^Edey  and  Peacock,  op,  cit,,  p,  195, 
*"°Dorrance,  op,  cit,,  p,  9, 
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The  non*bank  financial  institutions  are  too  heterogeneous  a 
group  to  avoid  further  sectoring.  As  indicated  above,  flow»of- 
funds  has  tentatively  settled  on  a  three-fold  division— savings  in- 
stitutions, insurance,  and  finance  not  elsevdiere  classified.  Sav- 
ings institutions  are  savings  and  loan  associations,  mutual  savings 
banks,  and  credit  unions— units  which  offer  their  substantially  simi- 
lar liabilities  as  outlets  for  personal  saving,  and  which  quantita- 
tively are  sufficiently  important  to  merit  treatment  as  a  separate 
sector.  The  insurance  sector  includes  life  insurance  companies 
(stock  and  mutual),  property  insurance  companies  (stock  and  mutual), 
fraternal  order  insurance  plans,  non-profit  medical  insurance  plans, 
and  self -administered  pension  activities.  Publicly  adninistered  pen- 
sion plans  (federal,  state,  and  local)  are  shown  in  the  accounts  of 
the  respective  government  units. 

The  remaining  sector  (finance  not  elsexjhere  classified)  con- 
tains a  wide  variety  of  units  and  is  perhaps  the  one  place  where  any- 
thing resembling  homogeneity  is  unattainable.  Fortunately,  the  annual 
flows  and  year-end  balances  are  not  large;  no  great  violence  is  done 
to  the  accounts.  Included  at  this  point  are  open-end  investment 
companies;  sales,  industrial,  and  personal  finance  companies;  mort- 
gage companies;  factors;  and  security  and  ccmmodity  dealers. 

The  flow-of-funds  treatment  outlined  above  offers  few  grounds 
for  objection.  It  would  seem  that  closed-end  Investment  companies 
should  be  classified  as  financial  institutions,  as  should  purely 
financial  liolding  companies  where  the  various  enterprises  are  not  con- 
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solidated  for  tax  or  business  accounting  purposes.  The  flow-of-funds 
group  has  informally  expressed  a  similar  view;  difficulties  of  data, 
and  also  of  distinguishing  between  operating  and  holding  companies, 
account  for  the  present  treatment. 

Drawing  the  proper  lines  between  consumer  and  business  activi- 
ties presents  a  set  of  knotty  problems  as  does  the  related  question 
of  homogeneity  of  the  resulting  groups.  First,  to  mention  some  of 
the  problems: 

1.  Consumer  and  producer  activities  are  sometimes  closely 
intertwined,  especially  for  farmers,  owners  of  unin- 
corporated businesses,  and  owners  of  real  property. 

2.  In  principle,  corporations  belong  in  one  sector  and  unin- 
corporated businesses  In  another,  since  the  line  between 
business  and  owner  personal  accounts  Is  clear  cut  for 
corporations.  In  practice,  for  small  family-held  corpor- 
ations, the  line  between  business  and  personal  accounts 
may  be  more  blurred  than  for  some  partnerships  or  proprie- 
torships . 

3.  If  the  consumer  and  producer  activities  of  farmers  and 
entrepreneurs  are  divided  (as  is  presently  the  case  in 
national  income  figures),  a  distinctly  nonhomogeneous 
consumer  group  results.  This  difficulty  has  been  pointed 
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out  by  Friend, ^^  Klein, ^^  Margolis,^^  and  Morgan^O— 
to  mention  only  a  few, 

4.  "Business"  or  even  "Corporate  Business"  is  an  extremely 
heterogeneous  sector. 

5.  If  ovmership  of  residences  is  a  consimer  activity,  what 
happens  when  an  owner  decides  to  rent  his  house  to  some- 
one else?  Or  if  ownership  of  rental  residences  is  a  per- 
missable  consumer  activity,  where  do  we  draw  the  line? 
May  consumers  own  commercial  real  estate,  or  does  this 
make  them  businesses? 

6.  If  sectoring  is  performed  by  dividing  business  into  corpo- 
rate and  non-corporate,  what  happens  x*hen  an  individual 
unit  changes  its  legal  form?  If,  for  example,  a  partner- 
ship incorporates,  corporate  assets  and  liabilities  in  the 
national  balance  sheet  \rould  show  a  change  not  related  to 
current  transactions  at  all. 


Friend,  op.  cit«.  p.  16;  Irwin  Friend  and  Irving  B.  Kravis, 
"Entrepreneurial  Income,  Saving  and  Investment,"  American  Economic 
Review.  XLVII  (June,  1957),  271. 

18 

'■''Lawrence  R.  Klein  and  Julius  Margolis,  "Statistical  Studies 

of  Unincorporated  Business,"  Review  of  Economics  and  Statistics. 
XXXVI  (February,  1954),  33. 

19 

Ibid.;  Julius  Margolis,  "National  Economic  Accounting— a 

Reorientation  Needed,"  Review  of  Economics  and  Statistics.  XXXIV 
(November,  1952),  291. 

Tlorgan,  "The  Structure  of  Aggregate  Personal  Saving," 
loc.  cit..  p.  528. 
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With  respect  to  the  problems  posed  under  section  one  above, 
several  solutions  are  possible.  One  is  to  treat  both  the  producer 
and  consumer  activities  of  farmers  in  the  farm  sector,  and  to  treat 
nonfarm  unincorporated  businesses  and  the  consumer  activities  of  their 
ovners  together  in  a  sector  of  their  own.  The  remaining  household 
sector  would  exclude  farmers  and  OTmers  of  unincorporated  businesses 
completely.  This  solution  would  have  the  very  real  advantage  of 
avoiding  any  artificial  dissections  of  consumer  assets  and  liabili- 
ties. There  is  no  rational  way,  in  many  cases,  to  divide  a  farmer's 
or  a  dentist's  bank  account  between  his  personal  and  business 
activities . 

Another  proposal  would  consider  proprietors  to  be  dominated  by 
their  consumer  interests,  so  that  their  accounts  would  be  shown  in 
the  household  sector. ^■'-  This  solution,  like  the  one  above,  avoids  a 
questionable  split  in  the  accounts  of  the  individuals  concerned. 

Another  solution  lies  in  the  present  national  income  and  flow-of- 
funds  practice;  the  division  between  consuming  and  producing  functions 
is  arbitrarily  made.  Although  fanners'  residences  have  been  conceded 
to  farm  business  activity,  farm  households  are  treated  as  consumers 
like  everyone  else. 

There  is,  under  existing  institutional  arrangements  in  our 
economy,  probably  no  wholly  satisfactory  solution  to  these  problems. 
The  writer  inclines  toward  the  solution  adopted  by  national  income  and 


^^Dorrance,  op.  cit..  p,  15, 
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flow-of-funds  which  maiatains  the  distinction  between  business  and 
personal  affairs.  In  the  first  place,  nearly  all  partnerships  as 
well  as  many  farms  and  other  proprietorships  do  maintain  records 
which  would  permit  a  division  to  be  made  on  a  non-arbitrary  basis, 
and  their  number  is  probably  increasing  under  the  influence  of  the 
tax  laws. 

Secondly,  nearly  everyone  makes  some  decisions  in  his  capacity 
as  a  consumer  as  opposed  to  those  he  makes  as  a  contributor  to  pro- 
duction. True,  the  principle  of  maintaining  all  the  accounts  of  a 
single  decision-malcer  in  the  same  sector  is  violated,  but  the  result- 
ing split  personality  is  not  necessarily  any  more  schizophrenic  than 
the  salaried  corporate  executive  who  owns  some  stock  in  his  enterprise. 
We  are  really  assuming  that  there  are  two  decision-makers  under  one 
hat,  and  we  have  kept  the  relevant  accounts  of  each  decision-maker  in 
the  same   sector. 

Thirdly,  the  fact  that  some  assets  and  liabilities  must  be 
arbitrarily  allocated  is  not  necessarily  fatal;  errors  are  offset  by 
equal  errors  opposite  in  sign  in  the  owner's  proprietorship  account. 
If  we  erroneously  allocate  all  of  a  farmer's  $100,000  bank  account  to 
his  business,  we  have  increased  the  net  worth  of  the  business  and  hence 
the  farmer's  equity,  which  appears  in  his  separate  personal  accounts. 
While  admittedly  we  have  substituted  a  less  liquid  asset  for  money  in 
his  personal  accounts,  we  have  disturbed  neither  his  total  assets, 
total  liabilities,  nor  net  worth. 

We  might  also  meet  the  objection  raised  in  item  three  above 
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(the  nonhomogeneity  of  a  consumer  sector  containing  farmers  and  other 
entrepreneurs)  by  dividing  the  broadly  inclusive  consumer  sector  pro- 
posed here  into  subsectors—farmers,  entrepreneurs,  and  others.  Each 
of  the  consumer  subsectors  could  be  examined  along  with  the  appro- 
priate business  sector— farm  households  vdth  farm  business,  and  pro- 
prietors with  the  unincorporated  business  sector. 

With  respect  to  the  problan  raised  in  item  tvio   above  regarding 
corporate  and  non-corporate  business,  it  would  probably  be  more  in- 
structive to  divide  businesses  between  '"small"  and  "large"  rather 
than  observe  the  legal  distinctions  between  incorporated  and  unin- 
corporated businesses.  The  term  "large"  is  taken  to  mean  those  busi- 
nesses \^o3e  shares  are  listed  on  stock  exchanges  or  traded  extensive- 
ly over  the  counter.  The  term  'small'-  refers  to  closely  held  busi- 
nesses, be  they  corporations,  partnerships,  or  proprietorships.  This 
distinction  has  recently  been  recognized  in  tax  legislation,  which 
permits  certain  "small"  corporations  to  be  taxed  as  partnerships.  The 
same  distinction  would  probably  be  made  in  social  accounting,  except 
that  the  form  of  available  data  compels  the  present  arrangement.  In- 
ternal Revenue  Service  tabulations  are  prepared  regularly  for  corpo- 
rations, though  after  a  considerable  time  lag;  they  are  prepared  less 
frequently  for  other  returns.  This  adjustment,  while  desirable, 
probably  cannot  be  made  at  the  present  time. 

The  problem  raised  above  regarding  the  nonhomogeneity  of  the 
business  sector  has  no  satisfactory  solution  aside  from  preparing 
supporting  schedules  to  the  main  national  balance  sheet.  Attempting 
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to  insert  even  a  limited  number  of  major  groups—such  as  railroads, 
utilities,  mining,  etc.— w>uld  probably  result  in  an  overly  cumbersome 
statement  mthout  doing  much  to  improve  the  homogeneity  of  the  sectors. 
The  best  solution  would  seem  to  be  sho^^ing  three  business  sectors  in 
the  national  balance  sheet— farms,  unincorporated  businesses,  and 
corporations.  For  the  latter  two  sectors,  complete  subsectors  could 
be  prepared  showing  all  assets  and  liabilities  for  the  major  industry 
groups.  For  physical  assets— namely,  inventories  and  fixed  capital- 
figures  for  the  three  main  business  sectors  should  be  combined  and 
then  redivided  on  a  much  finer  basis— specifically,  to  conform  to  the 

industry  division  employed  in  the  input-output  table  so  as  to  yield 

22 
capital  coefficients  for  purposes  of  input-output  analysis. 

Aa  to  the  problems  raised  above  regarding  the  ownership  of  real 
property,  this,  in  general,  would  appear  to  be  a  legitimate  activity 
for  households.  Real  estate— whether  residential,  rental,  or 
conmercial- -competes  with  other  earning  household  assets  in  the  ab- 
sorption of  household  savings;  such  transactions  constitute  an  invest- 
ment decision  similar  to  the  purchase  of  securities  or  other  forms  of 
household  wealth.  Real  estate  holdings  which  go  beyond  the  ovmership 
of  property  and  the  earnings  of  rentals— that  is,  properties  used  in 
business  enterprises  also  owned  by  the  same  household— should  be 
shown  along  with  the  other  accounts  of  the  business  itself. 

la  the  national  Income  accounts,  all  ownership  of  real  property 


^^See  Conference  on  Research  in  Income  and  Wealth,  Input- 
Output  Analy8is--an  Appraisal. 
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is  considered  to  be  a  business  activity,  Flo^'7-of- funds  has  assigned 
ovner-occupied  residences  to  the  consumer  sector  but  treats  all  other 
real  property  ovmership  as  an  unincorporated  business  activity. 
Goldsnith  draws  the  line  at  multi-family  and  commercial  properties; 
single  residences— ^•Thether  OT-rcxer-occupied  or  rented— are  treated  as 
assets  of  the  household  sector, ^■'  Our  treatment,  which  permits  house- 
holds to  owa  all  kinds  of  property  directly,  avoids  split  personalities 
in  all  cases  except  those  already  split  above  with  respect  tc  unin- 
corporated businesses. 

The  problem  raised  above  regarding  the  shifting  of  units  from  one 
sector  to  another  is  probably  quantitatively  unimportant.  If  shifts 
of  sufficient  size  should  develop,  they  could  be  shown  separately  in 
reconciling  balance  sheet  figures  from  one  year  to  the   next.  The 
same  is  true  of  a  similar  problem— that  of  foreigners  taking  up  perma- 
nent residence  in  the  United  States  or  American  citizens  permanently 
residing  abroad. ^^ 

Private  non-profit  institutions—churches,  schools,  colleges, 
foundations,  labor,  veterans,  fraternal,  and  welfare  groups,  and  the 
like--present  another  problem  in  sectoring.  National  incrane  treats 
them  as  part  of  the  personal  sector;  the  early  flow-of -funds  treat- 
ment was  to  classify  them  as  "other  institutional  investors.   Later 
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U.S.  Congress,  Joint  Economic  Committee,  Subcommittee  on 

Economic  Statistics,  op.  cit..  p.  302. 
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See  the  discussion  in  Chapter  I  regarding  the  conceptual 

boundaries  of  the  national  wealth. 
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shown  by  themselves  as  a  separate  sector,  they  have  been  more  recent- 
ly combined  with  the  consumer  sector  in  the  latest  revision,  mostly 
on  grounds  of  incomplete  data. 

The  national  income  treatment,  suitable  for  purposes  of  measur*- 

ing  income  and  product,  should  probably  not  be  extended  to  other 

25 
social  accounting  measures.    Though  some  of  their  activities  might 

be  regarded  as  collective  consumption,  they  are  certainly  not  con- 
sumers in  the  ordinary  sense  of  the  word  nor  do  they  belong  in  the  con- 
sumer sector  from  the  standpoint  of  decision-making  authority.  While 
some  of  their  activities  resemble  those  of  businesses,  the  absence  of 
the  profit  motives  and  the  relatively  large  role  of  transfer  receipts 
and  expenditures  preclude  placing  them  in  one  of  the  business  sectors  .'^^ 
It  is  the  belief  of  the  vTriter  that  nonprofit  organization  holdings 
of  real  estate  and  financial  assets  are  sufficiently  large  to  warrant 
the  establishment  of  a  separate  sector,  at  least  for  purposes  of  the 
national  balance  sheet.  Though  their  role  in  economic  activity  is 
probably  passive— that  is,  they  react  to  rather  than  initiate  changes-* 
it  would  be  useful  to  liave  available  sufficient  information  to  find 
out. 
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This  treatment  has  not  gone  unchallenged  with  respect  to  the 

resulting  nonhomogeneity  of  the  consumer  sector.  See,  for  example,  S, 

A.  Goldberg  and  F.  H*  Leacy,  "The  National  Accounts:  i'Jhither  Now?" 

Canadian  Journal  of  Economics  and  Political  Science.  XXII  (February, 

1956),  73;  Margolis,  'National  Economic  Accounting — A  Reorientation 

Needed,"  loc.  cit..  p.  291. 
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This  is  the  treatment  accorded  them  by  Dorrance  (op.  cit.. 

p.  19)  after  a  discussion  of  some  of  the  difficulties  in  classifying 

them.  The  reason  given  is  that  showing  them  separately  would 

exaggerate  their  Importance. 
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It  is  possible  that  their  activities,  especially  construction, 
represent  a  cyclically  de-stabilizing  factor.  It  nay  also  be  true 
that  their  transfer  receipts,  treated  as  current  "eiipenditures"  by 
the  donors,  are  to  some  (and  occasionally  significant)  extent  saved. 
Such  transactions  are  labelled  "personal  saving''  in  the  national  in- 
come accounts,  V7hich  treatment,  while  consistent  with  the  classifi- 
cation of  non-profit  organiaations,  is  hardly  suitable  for  the 
national  balance  sheet.  The  accumulated  savings  of  such  organizations 
are  not  at  the  disposal  of  households  in  the  formulation  of  their 
consinnpticn  decisions,  and  this  fact  should  be  reflected  in  the 
national  accounts. 

With  respect  to  foreign  transactions,  it  is  technically  un- 
necessary to  include  any  separate  sector.  While  national  incosie  and 
flow-of -funds  both  have  a  'Rest  of  the  World''  account,  the  nature  of 
the  balance  sheet  Is  such  tliat  the  appropriate  information  emerges  in 
any  event.  If  all  of  the  assets  and  liabilities  of  units  wit'Hin  the 
United  States  are  consistently  valued  and  then  offset  against  each 
other,  claims  against  foreigners  (assets)  and  claims  of  foreigners 
against  domestic  units  (liabilities)  will  remain  unconsolidated  and 
\rLll   appear  in  the  resulting  statement  of  the  national  wealth  (de- 
fined as  in  Chapter  I)  . 

There  are,  however,  numerous  slips  betxveen  the  theoretical  cup 
and  the  technical  lip,  so  that  it  \^uld  be  advisable  to  include  on  a 
memorandum  basis  a  sector  for  foreigners.  This  procedure  x«3uld  also 
facilitate  relating  the  national  balance  sheet  to  the  balance  of 
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payment  figures,  as  well  as  to  net  foreign  investment  in  the  income 
and  product  accounts  and  the  flow-of -funds  foreign  sector. 

All  of  the  major  problems  in  sectoring  have  now  been  catalogued, 
and  the  solutions  thought  to  be  appropriate  to  the  national  balance 
sheet  have  been  indicated.  The  resulting  sectors,  by  way  of  summary, 
are  indicated  below  together  with  some  of  the  more  important  economic 
units  which  are  included  in  each, 

TABLE  3 

PROPOSED  SECTORS  FOR  THE  NATIONAL  BALANCE  SHEET,  WITH 
MAJOR  SECTOR  COMPONENTS 


Sector 


Economic  Units  Included 


1.  Households 

2*  Nonprofit  Organizations 

3,  Farm  Business 

4.  Nonfarm  Unincorporated 

Business 
5*  Nonfarm  Corporate 

Business 
6*  Federal  Government 


7 ,  State  and  Local 

Governments 

8.  Federal  Reserve  System 
9  *  Commercial  Banks 

10.  Savings  Institutions 

11.  Insurance 


12.  Other  Financial 

Institutions 

13,  Rest  of  the  World 


Household  ownership  of  real  estate,  farm 
households,  and  personal  trust  funds 

Farm  corporations  and  utility,  marketing 
and  purchasing  cooperatives 


Trust  Funds,  Lending  Agencies,  Monetary 

Funds,  Enterprises  and  Insuring  Agencies, 

and  Postal  Savings 
Trust  Funds,  Sinlcing  Funds,  Enterprises, 

Semi -Independent  Authorities,  and  the 

Washington,  Dt   C«  Accounts 


Savings  and  Loan  Associations,  Mutual  Sav- 
ings Banks,  and  Credit  Unions 

Life,  Fire,  and  Other  Property  Insurers, 
Insurance  Activities  of  Nonprofit  Organ* 
izations.  Self- Administered  Pension  Funds, 
Health  Insurers 

Investment  Trusts,  Finance  Companies « 
Mortgage  Companies,  Factors,  Security 
and  Commodity  Brokers 


CHAPTER  IV 
SAMPLE  NATIONAL  BALANCE  SHEETS  FOR  1949  AND  1950 

The  preceding  three  chapters  have  developed  the  conceptual  struc- 
ture within  vhich  national  and  sector  wealth  may  be  measured.  It  is 
the  purpose  of  this  chapter  to  present  illustrative  national  balance 
sheets  for  two  recent  dates,  to  comment  on  some  of  the  salient 
features  of  the  balance  sheets,  and  indicate  briefly  the  sources  of 
the  estimates. 

As  we  have  already  noted,  a  balance  sheet  prepared  only  for  the 
nation  as  a  whole  is  a  good  deal  less  informative  than  one  which  con« 
veys  information  about  the  various  sectors  of  the  nation  as  well. 
Accordingly,  the  sample  balance  sheets  presented  below  show  each  of 
the  thirteen  sectors  (as  discussed  in  the  preceding  chapter)  side  by 
side  so  that  comparisons  are  easily  possible  and  national  totals  are 
readily  obtained.   The  assets  and  liabilities  shown  are  selected  for 
inclusion  on  the  basis  of  the  discussion  in  Chapter  I;  valuation  of 
the  assets  and  liabilities  is  accomplished  on  the  bases  described  in 
Chapter  II. 

The  balance  sheets  are  arranged  so  that  both  sector  and  national 
wealth  are  shown,  as,  more  important,  is  the  way  in  which  national  and 
sector  wealth  are  related.  Both  the  asset  and  liability  aspects  of 
financial  instruments  are  shown  on  the  same  line  in  order  to  facilitate 
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the  process  of  consolidation.  Demand  deposits  and  currency,  for  ex- 
ample, appear  as  assets  of  all  of  the  sectors  and,  on  the  same  line, 
as  liabilities  of  the  federal  government.  Federal  Reserve,  and 
comnercial  banking  sectors. 

National  totals  of  assets  and  liabilities  are  shown  in  the  col- 
vonn  headed  "Combined  National  Balance  Sheet  .='  Discrepancies  and  ad- 
justments (which  are  discussed  in  some  detail  in  the  following  chapter) 
are  entered  in  the  next  column.  Financial  assets  and  liabilities  as 
adjusted  are  then  cancelled  against  each  other  so  that  only  assets  and 
liabilities  involving  foreigners  remain  on  the  consolidated  national 
balance  sheet. 

Assets  are  divided  into  tangible  and  intangible  groupings  on  the 
balance  sheet,  except  that  monetary  metals,  while  tangible,  are  shown 
along  with  intangible  assets.  Listing  of  assets  is  roughly  in  the 
order  of  liquidity,  though  some  complications  are  added  by  the  scheme 
of  presentation  adopted  wherein  both  the  asset  and  liability  features 
of  a  given  financial  instrument  are  treated  in  the  same  line  of  the  bal- 
ance sheet.  For  example,  corporate  stocks  when  viewed  as  assets  are  a 
good  deal  more  liquid  than  the  corresponding  net  worth,  at  least  with 
respect  to  those  stocks  traded  in  organized  markets .  Long-term  bonds 
likewise  may  be  considerably  more  liquid  as  assets  than  as  liabilities, 
since  any  individual  bondholder  may  liquidate  his  holdings  through  the 
bond  market  long  before  the  issuer  is  obliged  to  make  payment. 

For  financial  assets  and  liabilities  most  of  the  balance  sheet 
figures  are  taken  from  unpublished  materials  made  available  by  the  Flow- 
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of-Funds  Section  at  the  Board  of  Governors. ■*•  For  tangible  assets  the 
basic  source  is  Goldsmith's  savings  study. ^  Figures  for  tangible 
assets  were  available  only  for  1949;  gross  investment  less  capital 
consumption  provided  the  figures  for  1950,  as  explained  below.  Those 
cases  in  which  other  sources  were  used  or  in  which  adjustments  were 
made  to  figures  from  the  two  basic  sources  are  discussed  in  some  detail 
below. 

The  flow-of-'funds  accounts  structure  consolidates  into  one  sector 
the  Federal  Reserve  System,  the  commercial  banks,  and  the  Treasury 
monetary  activities.  As  explained  in  Chapter  III,  a  great  deal  of  in- 
formation which  is  useful  for  the  purposes  of  this  study  is  thus 
suppressed.   Accordingly,  these  three  components  have  been  separated; 
Federal  Reserve  and  commercial  banks  are  shown  as  separate  sectors, 
while  Treasury  monetary  activities  have  been  transferred  to  the  federal 
government  sector,  i^nounts  for  gold,  gold  certificates,  other  monetary 
metals,  treasury  currency  outstanding,  and  treasury  cash  holdings  were 
taken  from  the  Federal  Reserve  Bulletin.^  The  flow-of-funds  study  also 

^Board  of  Governors  of  the  Federal  Reserve  System,  "A  Summary  of 
the  Flow  of  Funds  Accounts,  1950-1957"  (Washington:  Board  of  Govern- 
ors of  the  Federal  Reserve  Systan,  1958  [Mimeographed] ) .  These  mat- 
erials represent  revisions  and  extensions  of  the  previously  published 
Flow  of  Funds  in  the  United  States.  1939-1953. 

2 
Goldanith,  A  Study  of  Saving.  Ill,  57 » 

federal  Reserve  Bulletin.  XXXVI  (February,  1950),  185-194; 
ibid..  XXXVII  (February,  1951),  170-178. 
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subtracts  holdings  of  federal  obligations  by  trust  funds  and  other 
federal  agencies  from  the  total  outstanding;  these  amounts  have  been 
restored  as  assets  of  the  federal  government  sector  while  the  corres* 
ponding  li^:bility  has  been  increased  In  the  same  amount. 

Holdings  by  corporations  of  stocks  of  other  corporations  are  not 
shown  in  the  flow-of-funds  figures;  Goldsmith's  estimate  is  used  to 
make  this  adjustment  to  the  1949  figures.  For  1950,  the  same  percent- 
age increase  in  stock  values  shown  in  the  flow-of -funds  accounts  was 
applied  to  corporate  stock  holdings.  Year-end  balances  of  direct  for- 
eign investments  are  not  shown  in  the  flow-of-funds  tables,  though 
annual  changes  are.  Year-end  amounts  for  1949  and  1950  were  tciken 
from  the  Survey  of  Current  Business.^ 

Household  equities  in  unincorporated  businesses  are  net  shown  in 
the  flow-of-funds  year-end  figures  though  annual  changes  are  given. 
The  addition  of  tangible  assets  in  the  national  balance  sheet  to  in- 
tangible assets  and  liabilities  given  in  the  flow-of-funds  accounts 
provides  sufficient  information  for  a  calculation  of  unincorporated 
business  net  worth,  which  is  also  shown  as  a  household  asset. 

With  respect  to  saving  through  life  insurance  contracts,  it  has 
been  necessary  to  adjust  the  funds-flow  figures.  These  figures  reflect 
only  cash  surrender  values  of  policies,  though  present  values  of  future 
payments  computed  actuarially  are  somewhat  larger.  In  this  study  an 


4 
Samuel  Pizer  and  John  B.  Boddie,  "International  Investment  Posi- 
tion of  the  United  States,"  Survey  of  Current  Business.  XXXIV  (May, 
1954).  9. 
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attempt  has  been  made  to  shov;  the  full  amount  of  life  insurance  re* 
serves  as  a  household  asset,  of  x^rhich  only  the  portion  represented  by 
cash  surrender  values  may  be  considered  a  liquid  asset. 

Goldsmith's  figures  for  saving  through  life  insurance  seem,  on 
the  other  hand,  to  be  too  large  since  they  include  retained  earnings 
and  other  reserves  of  insurance  companies  in  household  savings  as 
well  as  policy  reserves.^  Goldsmith's  figure  for  consumer  assets  in 
life  insurance  is  adjusted  by  subtracting  an  estimate  of  retained 
eaimings  and  reserves  other  than  policy  reserves.  The  adjustment  is 
estimated  from  Internal  Revenue  Service  figures .° 

Savings  through  privately-administered  pension  funds  is  omitted 
from  flow-of-funds  year-end  assets  and  liabilities.  Household  equi- 
ties in  this  study  are  taken  to  be  the  full  amount  of  pension  fund 
assets.  This  procedure  is  not  really  satisfactory  since  fund  assets 
frequently  fall  far  short  of  pension  liabilities  COTiputed  on  an 
actuarial  basis.  For  newly  established  funds,  past  service  credits 
may  not  be  fully  funded  for  years.  Even  in  the  case  of  established 
funds,  une:cpected  wage  and  salary  increases  raise  the  basis  on  which 
pension  benefits  are  calculated  and  hence  render  past  accumulations 
inadequate.  A  fully  informative  national  balance  sheet  v«)uld  show  the 
full  present  values  of  actuarially  computed  pension  liabilities  as 


^Goldsmith,  A  Study  of  Saving.  II,  268. 

%.S.  Treasury  Department,  Internal  Revenue  Service,  Statistics 
of  Income  for  1950  (Washington:  U.S.  Government  Printing  Office,  1954), 
Part  II,  126. 


85 
household  assets  and  pension  fund  liabilities.  Any  fund  liability  in 
excess  of  fund  assets  is,  of  course,  a  liability  of  the  sponsoring 
business  enterprise,  not  only  of  the  pension  fund  itself.  Unfor- 
tunately, the  xTTiter  has  not  been  able  to  discover  an  estimate  of  such 
liabilities  and  is  not  sufficiently  well  informed  in  the  specialized 
field  of  insurance  to  make  even  a  crude  guess.  The  figure  is  undoubt- 
edly a  large  one— sufficiently  large  to  modify  significantly  the  whole 
structure  of  national  assets  and  liabilities. 

It  has  not  been  possible  fully  to  reflect  accrued,  prepaid,  and 
deferred  items  in  the  national  balance  sheet.  They  have  already  been 
included  to  an  undeterminable  extent  in  flow-of-funds  trade  credit 
figures.  The  figures  sho^m  in  the  national  balance  sheet  are  taken 
from  Goldsmith's  estimates  of  accured  taxes,  which  are  not  included 
in  flow-of-funds  figures. 

Estimates  of  year-end  tangible  asset  values  have  been  taken  from 
the  national  balance  sheet  prepared  by  Goldsmith  in  connection  with 
his  savings  study.  His  method  of  computing  tangible  assets  was  to 
cumulate  annual  investment  expenditures,  adjusted  to  current  cost  and 
depreciated  on  the  basis  of  current  cost. 

Since  Goldsmith's  work  is  sectored  on  a  different  basis  than  that 
employed  here,  some  changes  in  sectoring  were  necessary.  Araong  these 
were  moving  his  government  corporations  sector  into  the  federal  govern- 
ment accounts  and  dividing  up  his  financial  intermediaries  sector  into 
the  savings,  insurance,  and  other  finance  sectors  used  in  this  study. 
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Residential  property- -which  in  Goldsmith's  balance  sheet  appears 
only  in  the  household,  farm,  and  corporate  sectors--was  reallocated 
in  a  very  rough  fashion  to  unincorporated  business,  governments-fed- 
eral, state,  and  local--and  insurance.  The  allocation  from  households 
to  business  and  government  was  made  on  the  basis  of  the  respective  rent 
receipts  for  1950  (cash  and  imputed)  given  in  National  lucome,  1954 
Edition.  The  relatively  small  amounts  allocated  to  the  government  and 
insurance  sectors  are  purely  arbitrary. 

Nonresidential  property  was  reallocated  in  part  from  the  busi- 
ness sectors  to  households,  again  on  the  basis  of  rents  received  by 
households  from  commercial  and  industrial  property  as  reported  for  the 
year  1950  in  National  lucorae,  1954  Edition.  A  small  amount  of  pro- 
ducer durables  vas  arbitrarily  allocated  to  banks  and  insurance 
companies . 

For  farm  assets  and  liabilities,  flow-of-funds  and  Goldsmith's 
figures  were  used  even  though  figures  prepared  by  the  Department  of 
Agriculture  in  the  annual  "Balance  Sheet  of  ^^riculture"  were  avail- 
able. Sufficient  data  to  reconcile  the  many  differences  vere  not  avail- 
able, so  that  the  above  stated  sources  were  used  to  maintain  con- 
sistency throughout  the  balance  sheet. 

Tangible  asset  figures  were  available  only  for  1949,  so  that 
1950  figures  had  to  be  computed.  This  operation  was  done  on  a  rough 
basis  in  three  steps.  First,  implicit  deflators  for  broad  components 
of  gross  national  product  were  applied  to  1949  balance  sheet  amounts 
to  adjust  them  to  a  1950  cost  basis.  The  deflators  employed  are  given 
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in  the  following  table. 


TABLE  4 
IMPLICIT  DEFLATORS  FOR  NATIONAL  ASSETS 
(Index  Numbers,  1947-100) 


Assets 

1949 

1950 

Consianer  Diarables 

Producer  Durables 

Nonfarm  Residential  Structures 

Other  Structures 

105.1 
113.3 
109.2 
112.0 

105.1 
115.7 
113.8 
113.9 

Source:  National  Income,  1954  Edition,  p.  217. 

The  next  step  was  to  add  capital  expenditures  for  1950,  and  the 
third  step  was  that  of  computing  capital  consumption  on  a  current  cost 
basis.  For  producer  and  consumer  durables,  the  same  relationships  be- 
tween depreciation  and  net  stocks  (cost  less  accumulated  depreciation 
reserves)  as  calculated  by  Goldsmith  in  1949  were  used  to  compute 
1950  depreciation.  Depreciation  percentages  are  properly  applied  to 
assets  gross  of  depreciation  reserves,  not  net,  of  course.  However, 
gross  asset  figures  are  not  available,  so  the  method  used  will  serve 
as  a  crude  approximation.  Residences  were  arbitrarily  depreciated  at 
2  per  cent  and  other  structures  at  2-1/2  per  cent.  Since  only  net 
values  (net  of  depreciation  reserves)  were  known,  it  was  assumed  that 
accumulated  reserves  amounted  to  one  half  of  gross  values;  rates  of 
4  per  cent  and  5  per  cent  were  applied  to  net  values  of  residences  and 
other  structures  respectively.  These  procedures  are  hardly  defensible 
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for  anything  but  rough  approximations,  but  they  do  serve  in  this  study 
to  produce  figures  not  too  far  removed  from  reality— figures  which 
illustrate  the  conceptual  structure  under  study. 

With  respect  to  land  values,  Goldsmith's  estimates  are  used  for 
1949.  The  Department  of  Agriculture  estimated  that  farm  land  increased 
in  value  by  14  per  cent  from  1949  to  1950  so  that  this  figure  was  used 
in  arriving  at  a  1950  valuation.'  All  other  land  was  increased  in 
value  by  5  per  cent--a  purely  arbitrary  assumption  but  one  v^ich  again 
serves  to  illustrate  the  relationships  involved.  Livestock  values  for 
1950  were  taken  from  "The  Balance  Sheet  of  Agriculture.'*^  Business 
inventories  in  1950  were  derived  by  adding  net  1950  accumulations  plus 
inventory  valuation  adjustments  to  the  1949  figures .  Farm  inventories 
apparently  changed  very  little,  and  federal  government  inventories 

were  left  at  the  same  figure  as  in  1949  in  the  absence  of  data. 

Sector  net  worth  estimates  in  the  national  bal;.nce  t^heets  are  taken 
as  assets  less  liabilities.  They  are  divided  into  corporate  and  non- 
corporate net  worth  so  that  the  former  may  be  compared  with  market 
values  of  outstanding  equity  securities.  Most  of  the  corporate  net 
worth  is  located  in  the  nonfinancial  nonfatal  corporate  business  sector; 
the  remainder  consists  of  corporate  farms,  banks,  stock  insurance 
companies,  and  corporations  in  the  "Other  Financial  Institutions" 


'"The  Balance  Sheet  of  Agriculture,"  Federal  Reserve  Bulletin. 
XXXVII  (September,  1951),  1094. 

Ibid.  Goldsmith  apparently  used  this  source  for  his  1949  live- 
stock estimate* 
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sector.  Farm  net  vrorth  is  allocated  to  corporate  farms  on  the  basis 
of  respective  sales  of  corporate  and  noncorporate  farms ,^  Bank  net 
worth  is  entirely  corporate,  while  1949  insurance  net  worth  is  arbi- 
trarily assigned  20  per  cent  to  corporations  and  80  per  cent  to  mutual 
companies.  1950  corporate  insurance  net  vjorth  is  derived  from  1949  net 
worth  plus  retained  earnings  plus  the  estimated  corporate  share  of 
capital  gains.  The  1949  share  of  corporations  in  the  net  worth  of  the 
"Other  Financial  Institutions"  is  arbitrarily  set  at  one-half.  The 
1950  share  is  based  on  retained  earnings  plus  net  issues  of  new  stocks. 

There  are  a  number  of  points  where  the  figures  in  the  national 
balance  sheet  are  less  than  satisfactory  in  addition  to  those  mention- 
ed above.  Domestic  holdings  of  foreign  bonds  are  combined  in  the  flow- 
of-funds  figures  mth  corporate  bonds;  it  has  not  been  possible  to 
show  them  separately  by  holder  on  the  national  balance  sheet.  Figures 
for  holdings  of  foreign  stocks  are  entirely  lacking  since  they  are  not 
given  in  the  flow-of-funds  accounts.  This  and  the  omission  of  various 
minor  holdings  of  foreign  assets  accounts  for  the  discrepancy  (1949) 

in  U.S.  assets  abroad  of  $2.7  billion  between  the  national  balance 

10 
sheet  and  the  Department  of  Conmerce  estimates.  "  Even  the  Commerce 

Department  figures  are  not  wholly  suitable  for  the  purposes  of  this 

study  since  direct  foreign  investments  and  some  other  foreign  assets 


^SiK  per  cent,  as  noted  in  Board  of  Governors  of  the  Federal  Re- 
serve System,  I^'low  of  Funds  in  the  United  States,  1939-1953.  p.  106. 

lOpizer  and  Boddie,  "International  Investment  Position  of  the 
United  States,"  loc.  cit.,  p.  9. 
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are  included  at  book  values  to  parent  companies,  not  at  market  values 
or  adjusted  original  cost. 

A  very  serious  shortcoming  of  the  balance  sheet  is  that  depreci- 
able tangible  aosets  are  shovn  net  of  depreciation  reserves  only.  The 
average  age  of  the  various  components  of  the  nation's  stock  of  capital 
as  indicated  by  the  size  of  the  reserves  is  a  fact  of  great  signifi- 
cance for  cycle  theory.  Also  in  this  connection,  the  balance  sheet 
should  be  supplemented  by  detailed  schedules  for  the  major  types  of 
tangible  assets;  durable  producer  goods,  for  example,  should  be  broken 
dovm  into  twenty  or  thirty  major  categories. 

The  estimates  for  corporate  and  government  bonds  are  such  that 
nominal  rather  than  market  values  have  been  used,  though  market  values 
are  preferable  for  the  purposes  of  this  study  as  indicated  in  Chapter 
II.  Part  of  the  federal  securities  are  valued  at  cost  to  holders,  thus 
giving  rise  to  a  small  discrepancy  which  has  not  been  removed  since 
the  sectors  to  which  the  adjustments  should  be  applied  are  not  knovm. 

Estimates  for  the  market  values  or  book  values  of  patents  and  copy- 
rights are  not  available  so  that  these  items  have  not  been  shown  on  the 
balaiice  sheet.  Closed-end  investment  trusts,  \^ich  should  be  shown  in 
the  "Other  Financial  Institutions"  sector,  were  left  by  flow-of-funds 
in  the  corporate  sector.  This  deficiency  has  not  been  remedied  in  the 
absence  of  suitable  data. 

The  foregoing  discussion  has  catalogued  the  principal  weaknesses 
which  remain  in  the  sample  balance  sheets  presented  at  the  end  of  this 
chapter.  There  are  numerous  possibilities  for  supplementary  information 
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to  be  shown  in  supporting  schedules,  some  of  which  possibilities  are 
discussed  in  the  following  paragraphs.  The  necessary  information  for 
the  actual  preparation  of  such  schedules  is,  for  the  most  part,  not 
yet  available* 

Assets  and  liabilities  of  the  household  sector  may  be  broken  down 
by  income  classes,  by  age  of  heads  of  households,  by  occupation,  or  by 
other  relevant  distinguishing  characteristics.  Studies  of  this  sort 
would  probably  proceed  by  "blowing  up"  sample  data  such  as  that  obtain- 
ed by  the  Federal  Reserve  Survey  of  Consumer  Finances*  Some  analysis 
of  this  type  may  be  found  in  Goldsmith's  savings  study*^^ 

Another  useful  means  of  organizing  the  data  would  be  a  breakdown 
of  tangible  assets  by  input-output  sectors.  There  is  little  reason  to 
divide  the  entire  balance  sheet  in  this  fashion,  even  if  it  were  pos- 
sible to  do  so.  One  firm  which  ^-rould  clearly  lie  in  one  sector  on 
the  national  balance  sheet  might  well  be  distributed  among  several 
input-output  sectors*  A  division  of  intangible  assets  and  liabilities 
is  thus  not  possible.  A  division  of  tangible  assets,  ho^rcver,  is 
feasible  and  would  provide  capital  coefficients  for  each  industry. 

An  age  distribution  of  tangible  assets  would  provide  useful  in- 
formation which  might,  among  other  things,  be  used  in  the  estimation 
of  future  replacement  expenditures.  A  breakdown  of  debt  by  year  of 
scheduled  repayment  would  provide  useful  information  about  future  fund 
flows  and  aid  considerably  any  attempts  to  measure  the  burden  of  debt 


^^Goldsmith,  A  Study  of  Saving.  Ill,  I02ff, 
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for  each  sector. 

If  one  is  interested  in  measuring  the  growth  of  national  wealth, 
it  Is  necessary  to  use  constant  dollar  estimates  of  national  wealth. 
Tangible  assets  may  be  deflated  by  price  indexes  so  as  to  make  meaning- 
ful comparisons  possible,  at  least  within  the  limitations  imposed  by 
the  use  of  index  numbers.  Any  objections  which  might  be  raised  to 
this  procedure  are  equally  applicable  to  constant  dollar  estimates  of 
gross  national  product.  It  is  doubtful,  however,  whether  the  entire 
balance  sheet  could  be  adjusted  for  price  changes  in  any  meaningful 
sense.  True,  assets  and  liabilities  fixed  in  dollars  could  be  convert- 
ed by  means  of  some  sort  of  index  of  general  purchasing  power--the 
consumer  price  index  or  the  implicit  gross  national  product  deflator, 
perhaps.  This  leaves  open  the  question  of  deflating  financial  assets 
like  common  stocks  vThich  are  not  fixed  in  dollars.  There  is  some 
doubt,  though,  as  to  just  what  would  be  accomplished  by  such  operations. 
The  national  wealth,  except  for  net  foreign  assets,  is  virtually  iden- 
tical to  the  total  of  tangible  assets,  which  can  be  adjusted  by  means 
of  specific,  not  general,  deflators.  The  only  information  added  to 
the  national  wealth  statement  by  the  national  balance  sheet  is  the 
means  by  which  the  national  wealth  is  owned;  hence  each  sector's  share 
in  the  national  wealth.  But  each  sector's  share  in  the  national  wealth 
can  be  determined  at  any  particular  date  in  current  values.  If  total 
national  wealth  can  be  deflated  by  means  of  adjustments  to  the  values 
of  tangible  assets,  and  if  each  sector's  share  is  already  known,  there 
would  appear  to  be  little  point  in  going  through  the  mechanics  of 
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deflating  the  entire  balance  sheet— especially  in  view  of  the  peculiar 
problems  involved  in  deflating  common  stocks,  the  means  through  which 
a  large  share  of  the  national  wealth  is  owned. 

The  next  matter  to  be  considered  is  the  national  balance  sheet  it- 
self. That  an  individual  investigator  like  Goldsmith  has  been  able  to 
assemble  from  various  sources  sufficient  information  to  prepare  a 
national  balance  sheet  and  that  enough  supplementary  information  is 
available  so  that  the  substantially  different  form  and  content  can  be 
presented  in  this  study  testify  to  the  feasibility  of  the  balance  sheet 
project. 

The  reader  may  feel  entitled  at  this  point  to  some  suggestions  as 
to  the  value  for  economic  analysis  of  balance  sheet  information,  an  ex- 
pectation fulfilled  in  some  measure  in  Chapter  VII.  It  is  probably 
not  possible  to   foresee  some  of  the  uses  to  which  national  balance 
sheet  data  might  be  put;  this  has  certainly  been  the  case  with  respect 
to  national  income  and  product  figures.  Theoretical  and  ^nplrical 
work,  for  all  the  heat  generated  in  defense  of  one  as  against  the 
other,  frequently  go  hand  in  hand.  Tliat  some  chapters  of  economic 
theory  remain  unwritten  is  suggested  more  than  once  in  the  course  of 
this  study. 

At  this  point  the  reader's  attention  is  invited  to  the  sample  bal- 
ance sheets  which  appear  on  the  following  pages.  Perhaps  the  most 
interesting  feature  of  the  statement  as  presented  here  is  the  manner 
in  which  offsetting  assets  and  claims  are  arranged  so  as  to  facilitate 
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the  process  o£  consolidation.  This  is  the  major  change  from  the 
national  balance  sheets  developed  by  Goldsmith.   It  is  on  this  pro- 
cess of  consolidation  that  attention  is  focused  in  the  following 
chapter . 
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Assets,  Liabilities 
and   Net  Vorth 


!-lonetary  and   Irrt.an>rible 
Assets  and  Liabilities 


Gold 

Other  Itonetary  Metals 

jold  Certificates 

Currency  and  Demand  Deposits 

Savings  Deposits 

Trade  Credit 

Consumer  Credit 

Security  Credit 

Federal  Securities 

State  and  Local  Securities 

Bank  Loans  n.s.c.   (a) 
Other  Loans 
Mortgage   Credit 
Corporate   Bonds 
Corporate  Stocks 

Forei^  Securities   (b) 
Direct  Foreign  Inveetments 
Equities   in  Unincorooratsd 

Bueinees 
Equities   in  Life  Insurance   (c) 
Equities   in  Private  Pension 

Funds 

Accrued,   Prepaid,  and 

Deferred   Ite.ae 
l-liscellaneoue  Assets  and 

Liabilities 

Subtotal 

Tangible   Assets 

Inventories 
Livestock 
Consujasr  Durables 
Producer  Durables 
Residential   Buildings 
Other  Structures 
Lani 

Subtotal 

Corporate  net  Worth 
Noncorporate  t:et  Worth 


Households 


Nonprofit 

Or^niza- 

tions 


42.6 
69.5 


.8 
62.9 

12.81 


17.5 

2.0 


2.7 
.1 
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TABIi  5 
NATIONAL    BALANCE  SHEET,  UiriTED  STATES  OF  AJERIOA,   END  OF  1949 
(Billions   of  Dollars) 


.5 
2.5 
16.51   57.7 

106.1 


155.5 
,  61.0 

5.0 


M^ 


7.7 


"^775 


559.9 


99.5 

15.0 

42.21 


678.0 


810.5 


51075 


87fl.o 


5.5 


2.01 
4.0 


iM 


9.9 
2.5 


I?;? 


25.2 


1.7 


25.5 


22 


25.2 


6.7 


1.6 


Nonfarm 
Unincor- 
porated 


11.8 


4.7 
2.8 


2.0 
2.5 

5.6 


?79  ~127? 


6.0 

15.2 


15.6 

14.6 
11.7 
54.2 


112:1 


122.2 


Total  Net  Worth 
Totals 

■Notes 

Details  may  not  add  to  totals   because   of   rounding. 

A  Indicates  Assets;   L  Indicates  Liabilities  and  Net  Worth. 

(a)  not  elsewhere  cli^ssifled 

(b)  see  comments  In  text 

(c)  estimated  cash  surrender  value  is  ?45.8  3illlon 


6.6 
105.2 


I09IB 


122.2 


Corporate 


5.1 


6.7 
2.6 
5.6 


.5 

U3 


12.8 


12.7 
5.2 

16.9 
5.9 


5ii2 


TSTo 


24.8 
.7 

54.2 
5.8 


16.7 
.5 


.5 
2C.0 

10^7 


Oovernment 


Federal 


24.6 
5.9 


4.0 
.2 


24.5, 


59.5 
.5 


9.1 

1.7  14.6 
15.5  2.4 
54.2 


25.2 
4.6 
5.2 


Stata  and 
Local 


7.6 
1.5 


257.9 


1.1 


Federal 
Reserve 
System 


25.2|..,. 
.8  41.9 


8.1 
5.1 


120.1 


45.5 


70.0 

6.8 

71.0 

24.2 


53.1 


5211 


71.1 


71.1 


HHI 


557.4 


5.« 


14.1    14.9 
5.6      1.1 

"ggTg  106.0  295.6 


240.5 


2go75 


MA 


5.7 


4.5 

.8 

20.5 

8.0 


iM 


1^ 


26.0 


18.9 


Financial  Institutions 


Commercial 

Banks 


XA. 


28.5 


Savings 
Insti- 
tutions 


Insurance 


101.2 
^.6 


.1! 


5.8 

2.6 

68.2 

6.5 

22.0 j. 

1.51. 

11. 6j. 

2.11. 


Ij  52)5 


.6:. 


2.1 
.2 


15.1 1 
.1 


.1 

18.4 

2.1 

.2 


25.1 
2.5 


2.5 


...1 

.4 

....  15.5 
....  26.2 
....j  5.5 


.1 


.7 

.4' 


29.7 


(150.3 


&5°-^ 


iit2i5. 


.7 

.2 

52.4 

22.5 


75.9 


105.6 


27.1  wn  w^  Vi9^' 1^9.1 'W7r  55.2 


78.5 


7^3 


45.1 


42a 
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1.0 
.2 


1.5 


i^OiJl 


11.2 


U.2 


150.5 


.2  . 

.li. 


57.0 


5.8 


57.0 


1-1 


77.1 


2.0 


4.5 

1.1 

1.9 

.5 


1.5 

.4 
.6 

1.9 


55.4  j 
5.0  i 


5515: 1^75 


2.6 


2.8 
.6 

"I'.h 


1.6 


Rest 

of 

World 

(Memo) 


4.S 
.2 


.1 

2.9 


.2 

2.5 


•  ••• 

•  ••• 


.7 

10.0 

'2^7 


Comb Inod 

National 

Balance 

Shoet 


Adjuetmente 

w 


24.6 

5.9 

25.2 

15^.8 

72.2 

59.6 
17.5 

4.5 

255.6 

26.0 

22.1 
20.4 
62.7 
58.0 
145.5 


2.9  10.7 


1.2 


5.9  i 


10.7 

156.5 
61.0 

5.0 


25.4 
5.5 


25:0  1.152.9 


5.5 

15.2 


ISI 


77.1 


14.0 


2.6 
2.6 


14.0 


14.3 


(15.1) 


go 


14.9 


67.9 
15.2 
99.5 
104.2 
209.7 
198.7 
IfiO.O 


"55570 


2,006.0 


Dr. 


25.2! . 
147.7; 
72.5'. 


8.1(1) 


51. 

17. 

4, 

257, 

26, 


Consolidated 

National 

Balance 

Sheet 


.1(2) 

.4(2) 

6.1(1) 


.8(5) 


21.4! 
10.4, 
62.7i 
55.5 


61.0 
5.0 


2.9(4) 
156.5(5) 


25.4! 

5.7I   1.1(2) 


805.ii  9.2 


264.21150.9(4) 

958.7| 156.5(5) 

.2(6) 


1,202 


.1(2) 


148.0(4) 


.2(6) 


.5(2) 


?17.4 


24.6 
5.9 


.7 

10.0 


2.7 


10.7 


5.9 


22 


67.9 
15.2 
^.5 
104.2 
209.7 
iy8.7 
160.0 


85M 


909. 


4.8 
.2 


.1 
2.9 


.1 


.2 

2.5 


2.9 


1.2 


1479 


115.2 


761.6 
B95.0 


md 


Key  to  items  in  the  adjuatment  colutan  ie  as  follows: 

(1)  mail  fl-at 

(2)  unidentified  diBcrepancies 

(})  divergences  in  valuation  of  government  securities 
(4)  to  cancel  corporate  stock  agiinet  cor.iorate  net  worth 


(5)  to  cancel  equities  In  unlncor:ior9ted 
bueineaees 

(6)  to  cancel  capital  stock  of  Federal 
Reserve  Banks 


96 


TABLE  6 
IIATIQKAL       BALANCE  SHEET,  UNITED  3TATE3  OP  AMERICA,  EJ!D  OF  1950 
(Billions  of  Dollare) 


Aesots,   Liabilities 
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ifonprofit 
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,2 

Corporate  Stocks 

1            1 

2,2  '•   •     1  ?  0 

17^.0 
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i 

.... 
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.... 
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11.8 

3.1 

Equities  in  Unincorporated 
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6.0 
.4 

i 

1 
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6.0 
51.0 

Equities  in  Life  Insurance  (c) 

'  5^9 

.:.;.  ■■" 

.... 

.... 

.... 

59.0 
6.0 

.2 

65.2 

.*.• 

.... 

64.9 
6.0 

11.0 

1.4(2) 
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.... 

....  ^.... 
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7.7 

.7 

21.7 

22.5 
5.7 
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.7 

.6 

.5 

1 
.4!    .1 
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1 
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.1 

.4 

•  •  •  • 

.2 
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.1 

.4J        .2 
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1 

16.9  10.7 
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5ii7.1 
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15«? 

2.1 
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12.7 

21.7 

20.7 

142.1 
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114.6  295.5 

52.0     50.5  A4. 2  45.5  157.9 
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10.7 

>6.4 

-17:5 
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Irrrentories 

6.0 
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14.5 
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5.7 

•1 
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■■ 

i 

1 
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17.5 
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79.1 

17.5 
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"" 
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1.0 

«  a  a* 

16.6 
15.4 
12.1 
61.4 

17.0 

5.7 

17.5 

4.7 

m  •  •  • 

77.5 

8.1 

72.5 

25.5 

4.5 

1.1 

20.7 

8.4 

3 

•    .    ••  1  •••• 

.1 

'    .2 

.1 

1 

.'.'.'. 

.1 

■   .7 

.7 

.2 
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....      a...             17?. 7 
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•  •  a  a 
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; 

12.2 

15    3 

•P 
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5.5 

15.0 
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5.4 
2.8 

i?"2 
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290.0 
1,054.8 

1.524.5 

182.9(4) 
175.7(5) 

107.1 

Moncorporate  K»t  Ifsrth 

872.4 

•  ••* 

25.8 

•  ••• 
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142.9 

82.5 

....    .9 

4.0 
TTo 

•  a  •  a 

[12.4) 

1 
j2  4)1 
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Totals 

•  •  ••  • 

952.5 

872.^ 

952.5 

27.9 

25.8 
27.9 

155.8 

125.1 
155.8 

TM 

50.0 
78.7 

58O.4 

265.5 
58O.4 

155.0 

142. a 
155,0 

115.0 

115.0 

•  •  •  • 

44.2 

44.2 

1^2^ 

l?9.? 

40.2 

40.2 

85.7 

§M 

16.9 

16.9 

EA 

17.4 

2^18^ 

2,185.2 

569.5 

569.5 

mA 

mA 

Botea 

Details  nay  not  add  to  totals  because  of  rounding. 

A  indicates  Assets;  L  indicates  Liabilities  and  Hot  Worth. 

(a)  not  elsewhere  classified 

(b)  Bso  coonents  in  text 

(0)  estloatsd  cash  surrender  value  Is  ^6.6  Billion 


(d)  Key  to  items  in  the  adjustment  ooIubh  is  as  follows; 

(1)  mall  float 

(2)  unidentified  discrepancies 

(5)  divergences  in  valuation  of  government  securities 

(4)  to  cancel  corporate  stock  against  corporate  net  worth 


(5)  to  cancel  equities  in  unincorporated 

businesses 
(5)  to  cancel  capital  stock  of  federal 

riesorve   Banks 


CHAPTER  V 


PROBLEMS  IN  CONSOLIDATION 


As  we  have  already  stated  in  Chapters  I  and  II,  the  national 
wealth  is  not  the  same  thing  as  the  sum  total  of  all  assets  owaed  by 
individual  economic  units  within  the  nation.  The  principle  reason 
is  that  many  assets  held  within  the  nation  are  simply  liabilities  owed 
by  some  other  units,  so  that  these  items  cancel  out  in  the  process  of 
measuring  total  wealth.  Some  bank  deposits,  for  example,  are  house- 
hold assets,  and  the  corresponding  bank  deposit  liabilities  should  be 
cancelled  against  these  assets  in  computing  national  wealth.  This 
cancelling  process  we  have  agreed  to  call  consolidation. 

The  consolidation  process  is  ein  important  part  of  the  preparation 
of  the  national  balance  sheet  for  several  reasons.  For  one,  it  is  the 
means  by  which  double  counting  is  avoided  in  measuring  the  national 
wealth.  When  Jones  lends  $1,000  to  Smith,  the  national  assets  have  not 
really  increased,  though  it  would  appear  that  they  had  in  any  national 
balance  sheet  which  is  merely  a  sumaation  of  individual  balance  sheets. 
The  process  of  offsetting  Jones'  $1,000  claim  against  Smith  and  Smith's 
$1,000  liability  to  Jones  is  a  means  of  preserving  a  correct  statement 
of  national  assets. 

A  second  and  perhaps  more  important  feature  of  the  consolidation 
process  is  that  it  clarifies  the  relationship  between  individual,  sector, 
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and  national  wealth.  The  assets  held  by  a  particular  sector  are  not  a 
reliable  guide  to  its  share  of  the  ownership  of  national  wealth;  its 
liabilities  must  also  be  taken  into  account.  If  all  domestic  claims 
and  liabilities  were  stated  on  a  comparable  basis  so  that  thej'  all 
neatly  cancelled  out,  then  only  tangible  assets  and  sector  net  worths 
would  survive  the  consolidation  process  (except  for  claims  and  li- 
abilities involving  foreigners).  One  could  ti\en  say  that  a  sector's 
net  worth  truly  indicates  its  share  of  the  national  wealth. 

Not  all  claims  are  offset  by  liabilities  elsewhere  in  the  economy, 
however.  Some  claims— namely,  corporate  stocks  and  equities  in  un- 
incorporated businesses--are  claims  to  the  net  worth  of  sectors  cr 
parts  of  sectors.  Only  after  such  net  worth  items  have  been  offset 
against  the  corresponding  claims  can  it  be  said  that  the  remaining 
sector  net  worths  add  up  to  the  national  wealth.  Even  this  statement 
is  somewhat  oversimplified,  for  the  process  of  consolidation  also  runs 
afoul  of  the  fact  that  corresponding  asset  and  liability  or  net  worth 
items  are  frequently  not  valued  consistently  from  the  standpoint  of 
both  debtor  and  creditor.  This  problem  has  been  noted  by  several 
writers  and  explored  in  some  detail  by  Goldsmith,^  The  remainder  of 
this  chapter  deals  almost  exclusively  xd.th  these  matters. 


The  problem  is  mentioned  in  each  of  the  following  works:  J.  R. 
Hicks  and  Albert  Gailord  Hart,  The  Social  Framework  of  the  American 
Economy  (New  York:  Oxford  University  Press,  1945),  p.  129;  C.  Reinold 
Noyes,  "A  Consolidated  Balance  Sheet  for  a  Democracy,'  Journal  of 
Accountancy.  LXXXVIII  (February,  1947),  100-112.  Moreover,  several 
of  the  specific  problems  discussed  in  this  chapter  are  treated  (though 
not  in  quite  as  much  detail  and  v/ith  some  different  conclusions)  by 
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The  general  question  may  be  posed  as  to  whether  the  asset  and  li- 
ability sides  of  the  same  instrument  can  or  stiould  be  brought  into 
agreement  in  every  case.  In  this  study  the  position  is  adopted  that 
in  some  instances  there  is  no  reasonable  way  to  achieve  such  agree- 
ment and  that  forcing  equality  ^«>uld  suppress  or  distort  some  signifi- 
cant aspects  of  sector  wealth.  These  specific  instances  viill   be  intro- 
duced in  the  following  paragraphs,  wloich  examine  one  at  a  time  some  of 
the  particular  problems  which  arise. 

We  do  not  move  very  far  down  the  national  balance  sheet  before 
some  difficulties  appear;  the  first  arise  in  connection  mth  currency. 
If  all  lioldings  of  currency  and  coin  which  appear  as  assets  on  sector 
balance  sheets  are  totalled,  the  resulting  sum  \d.ll  act   coincide  with 
the  liabilities  appearing  in  the  books  of  the  two  issuing  sectors— 
namely,  the  federal  government  and  the  Federal  Reserve  Banks.  The 
discrepancy  has  several  sources. 

There  is  an  undetermined  but  in  some  periods  fairly  large  amount 
of  currency  in  foreign  hoards  in  excess  of  these  amounts  which  appear 
as  assets  of  foreign  financial  institutions.  This  is  wholly  a  prob- 
lem of  gathering  data,  since  in  principle  such  hcidings  are  liabilities 
of  the  United  States  to  the  bearers  of  the  currency,  A  somewhat  differ- 
ent problem  arises  with  respect  to  currency  and  coin  which  is  lost 
or  destroyed.  Such  cash  is  not  an  asset  of  anyone  and  may  be  deducted 


Goldsmith  in  "Measuring  National  Wealth  in  a  System  of  Social  Account- 
ing'' (loc.  cit.),  pp.  67-73. 
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from  the  liabilities  shown  by  the  U.S.  Treasury  and  the  Federal  Re- 

9 

serve  Banks. 

Coins  and  currency  vhich  have  disappeared  from  circulation  into 
collections  have  values  considerably  in  excess  of  face  values  and 
vould  not  appear  aniong  the  assets  of  any  unit  as  cash.  They  should, 
rather,  be  shown  as  collectors'  items.  They  are  not  likely  ever  to  be 
used  as  cash  nor  be  presented  for  redemption;  no  liability  need  be 
shown  by  the  issuing  sectors. 

Most  of  the  discrepancies  in  bank  deposits  result  from  checks  in 
transit.  At  any  given  moment,  there  are  checks  en  route  from  debtors 
to  their  creditors,  from  creditors  to  their  banks,  and  from  creditors' 
banks  to  debtors'  banks.  The  first  two  stages  are  generally  referred 
to  as  "mail  float";  the  latter  as  "bank  float."  For  checks  between 
banks  that  are  cleared  through  the  Federal  Reserve  System,  a  third 
type  of  float-»namely,  "Federal  Reserve  float" --comes  into  existence. 
Because  of  a  difference  in  timing  between  crediting  deposits  to 
coimnercial  bank  accounts  and  collection  against  drawee  banks.  Federal 
Reserve  float  has  some  influence  on  member  bank  reserves. 

The  results  of  checks  in  transit  from  debtors  to  creditors  in 
the  national  balance  sheet  is  to  reduce  debtors'  cash  assets  on  their 
records  before  creditors'  cash  assets  are  increased.  Bank  deposits 


2 
This  adjustment  is  estimated  in  the  flow-of-funds  accounts  In 

computing  sector  holdings  of  currency  and  coin  but  is  not  deducted 

in  arriving  at  Treasury  and  Federal  Reserve  Bank  liabilities.  See 

Board  of  Governors  of  the  Federal  Reserve  System,  Flow  of  Funds  in 

the  United  States.  1939-1953.  p.  311. 
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listed  as  assets  by  individuals,  businesses,  and  governments  therefore 
fall  short  of  the  liabilities  of  the  banking  sector.  Checking  depos- 
its as  assets  are  understated,  while  consnercial  bank  liabilities  as  a 
whole  are  correctly  stated.  As  soon  as  the  checks  are  received  and 
deposited  by  creditors,  this  discrepancy  disappears,  though  at  any 
given  point  in  time  there  are  always  some  items  en  route;  hence  some 
discrepancy. 

Bank  float,  however,  gives  rise  to  another  type  of  problem. 
When  the  creditor's  bank  accepts  his  deposit  and  credits  his  account, 
total  deposit  liabilities  of  the  commercial  banking  system  are  over- 
stated, and  this  discrepancy  prevails  until  the  check  reaches  the 
debtor's  bank  and  is  debited  to  his  account.  This  is  the  reason  why 
in  banking  statistics  checks  in  process  of  collection  are  deducted  from 
total  bank  deposit  liabilities  in  computing  the  nation's  money  supply. 3 
The  mechanics  of  collecting  checks  through  the  Federal  Reserve  System 
produce  a  situation  in  which  some  bank  float  disappears  from  the 
accounts  of  conmercial  banks  and  reappears  in  the  accounts  of  the 
Federal  Reserve  Banks.  Federal  Reserve  float  is,  then,  only  an  ele- 
ment in  the  over-all  total  of  bank  float  for  the  purposes  of  this  study. 

In  summary,  mail  float  has  the  effect  of  understating  bank  de- 
posits as  assets  on  the  part  of  holders  without  causing  any  misstate- 
ment of  deposit  liabilities  on  bank  records.  Bank  float,  on  the  other 


3 
A  more  detailed  discussion  of  float  is  given  in  Board  of 

Governors  of  the  Federal  Reserve  System,  Flow  of  Funds  in  the  United 

States.  1939-1953.  pp.  304ff. 
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hand,  has  the  opposite  effect;  it  overstates  deposit  liabilities  of 
the  banking  system  without  having  any  distorting  effect  on  bank  de- 
posit assets  reported  by  holders. 

In  preparing  the  national  balance  sheet,  bank  float  is  deducted 
from  the  deposit  liabilities  of  the  banking  systesa^   as  is  the  case  in 
monetary  statistics.  It  is  further  necessary  to  reduce  deposit  li- 
abilities of  the  banking  system  by  the  amount  of  Federal  Reserve  float. 
Commercial  bank  float  (which  appears  on  bank  balance  sheets  as  "cash 
items  in  process  of  collection")  may  be  deducted  from  deposit  liabili- 
ties before  they  are  recorded  on  tlie  national  balance  sheet;  this 
direct  treatment  is  not  possible  mth  respect  to  Federal  Reserve  float 
since  it  appears  in  this  study  on  the  balance  sheet  of  another  sector. 
The  required  adjustment  is  accomplished  by  recording  federal  reserve 
float  as  an  asset  of  the  system  in  the  line  "Demand  Deposits."  This 
entry  has  the  effect  of  off-setting  demand  deposit  liabilities  of  the 
coimaercial  banking  sector  in  the  appropriate  amount. 

Mail  float  cannot  be  handled  so  easily.  One  possible  solution 
is  to  restore  the  amounts  involved  to  the  balance  sheets  of  the  pay* 
ing  sectors.  Another  is  to  add  the  amount  to  the  recorded  cash  bal- 
ances of  the  receiving  sectors.  Sither  procedure  would  correct  the 
understatement  of  cash  balances,  yet  both  suffer  from  the  defect  of 
distorting  the  position  of  some  economic  units  by  making  it  appear  that 
they  have  more  cash  than  they  actually  do* 

In  developing  a  satisfactory  treatment  of  this  problem  it  is 
helpful  to  remember  that  the  discrepancy  in  cash  on  deposit  is  offset 
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by  an  equal  Uiscrepancy  in  accounts  receivable  and  payable.  These 
items  sliould  theoretically  amcuut  to  the  same  figure  since  for  every 
debtor  there  must  be  a  creditor.  Ilovever,  when  debtors  vrite  checks 
they  reduce  their  accounts  payable,  while  creditors  do  not  reduce 
their  receivables  until  the  checks  are  received.  At  any  given  time 
accounts  receivable  for  all  economic  units  will  amount  to  more  than 
the  total  of  accounts  payable. 

The  method  adopted  in  this  study  is  that  of  accepting  each  eco- 
nomic unit's  view  of  its  own  financial  position  \d.thout  artificial 
corrections  either  to  cash  or  payables.  This  results  in  a  discrep- 
ancy at  both  points  equal  in  amount  and  opposite  in  sign.  The  adjust- 
ment is  not  made  in  the  accounts  of  any  of  the  sectors  but  is  made  at 
the  national  level , 

With  respect  to  current  receivable  and  payable  items,  two  major 
discrepancies  arise.  One  has  already  been  discussed  above;  the  other 
results  from  bad  debts.  The  total  of  accounts  receivable  reported  In 
the  economy  will  differ  from  accounts  payable  in  the  amount  of  bad 
debt  reserves.  One  possible  procedure  is  to  reduce  the  total  accounts 
payable  by  the  amount  of  bad  debt  reserves  and  so  bring  payables  and 
receivables  into  agreement.  Another  would  be  to  restore  bad  debt  re- 
serves to  accounts  receivable  on  the  grounds  that  adjustments  for 
such  debts  should  not  be  made  until  they  are  actually  written  off  as 


^This  adjustment  appears  as  item  (1)  in  the  adjustment  column 
on  the  sample  balance  sheet  given  in  Chapter  IV  of  this  study. 
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uncollectible.  This  method  has  the  advantage  of  consistency  with  the 
national  income  treatment. 5  The  latter  procedure  is  followed  in  this 
study. 

Assets  and  liabilities  relating  to  life  insurance  contracts  pose 
another  set  of  problems.  Life  insurance  companies  show  on  their  bal- 
ance sheets  amounts  for  policy  reserves  based  on  the  present  values 
of  actuarially  computed  future  liabilities.  Households,  on  the  other 
hand,  may  regard  these  claims  against  life  insurance  companies  as 
assets.  If  the  consolidation  process  is  to  proceed  smoothly,  the 
household  assets  and  insurer  liabilities  must  be  equal. 

In  evaluating  the  household  assets  one  is  tempted  to  use  cash 
surrender  values  of  policies  and  to  include  this  item  among  liquid 
assets.  Cash  surrender  values  are  not,  however,  equal  to  reserves  of 
insurance  companies.  In  the  early  years  of  an  individual  policy,  the 
cash  surrender  value  is  considerably  less  than  the  reserve  maintained 
against  the  policy,  the  difference  groxd.ng  smaller  and  smaller  the 
longer  the  policy  runs.  Recording  household  life  insurance  assets  in 
the  national  balance  sheet  at  cash  surrender  value  vrould  result  in  p 
discrepancy  and,  during;  a  period  in  which  life  insurance  in  force  is 
increasing  rapidly,  a  very  considerable  discrepancy.  This  fact  may  be 


5 
Bad  debts  written  off  are  recorded  as  business  transfer  payments; 

the  basic  data  sources  are  Internal  Revenue  Service  tabulations «  Un- 
til 1954  only  losses  actually  sustained  were  allowable  as  deductions 
from  taxable  income.  Since  1954  provisions  for  expected  losses  are 
allowable  as  deductions.  The  writer  has  not  been  able  to  detemune 
what  adjustments,  if  any,  are  presently  made  by  the  National  Income 
Division  to  reflect  this  changed  procedure. 
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used  as  an  argument  against  the  use  of  cash  surrender  value. 

In  this  study  household  assets  iu  life  insurance  are  shown  at 
the  same  value  as  insurer  reserves.  This  amount  records  the  esti- 
mated present  value  of  the  future  benefit  payments  at  different 
future  dates  weighted  by  their  respective  probabilities.  Assets 
viewed  in  this  way  are  in  part  highly  illiquid;  only  that  portion 
represented  by  cash  surrender  value  may  be  shown  as  a  liquid  asset. 

Flow-of-funds  shows  only  cash  surrender  value  as  a  household 
asset;  Goldsmith  goes  to  the  opposite  extreme  and  regards  virtually 
all  life  insurance  company  assets  as  held  indirectly  by  households.^ 
The  latter  treatment  seems  to  include  too  much  in  household  assets-' 
such  items,  for  example,  as  security  valuation  reserves,  retained 
earnings  of  stock  companies,  and  surpluses  of  mutual  companies.  For 
purposes  of  the  present  study  such  items  are  treated  as  net  xi»rth 
rather  than  liabilities  to  households.  For  stock  companies  they  are 
part  of  the  net  ^rorth  which  is  held  through  outstanding  stocks.  For 
mutual  companies  they  represent  ultimate  ownership  of  part  of  the 
national  wealth. 

It  should  also  be  pointed  out  that  assets  in  life  insurance  coii- 
tracts  do  not  appear  only  on  household  balance  sheets,  though  the  pre- 
ceding discussion  has  been  carried  on  wholly  in  those  terms.  In  seme 
cases  businesses  pay  premiums,  receive  benefits,  and  are  entitled  to 
cash  surrender  values.  Reinsurance  contracts  may  give  rise  to  off- 


'^Goldsmith,  A  Study  of  Savings.  II,  268. 
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setting  assets  and  liabilities  in  insurance  sector  balance  sheets. 

With  respect  to  pension  funds,  we  have  proposed  in  Chapter  I 
not  to  record  publicly  administered  funds  either  as  household  assets 
or  government  liabilities.  This  treatment  may  be  less  than  adequate 
for  some  government  employee  plans  which  do  permit  withdrawals  upon 
termination  of  employment  so  that  an  identifiable  household  asset 
actually  exists. 

Privately  administered  funds,  on  the  other  hand,  normally  iden- 
fy  the  amounts  set  aside  for  each  individual,  and  such  amounts  may, 
under  specified  conditions,  become  available  to  the  individual  be- 
fore he  retires.  Assets  of  privately  administered  pension  funds  may 
be  regarded  as  indirectly  held  household  assets. 

There  are  many  cases,  however,  in  which  pension  fund  assets  do 
not  properly  reflect  the  accrued  liability  to  future  beneficiaries 
computed  actuarially.  This  is  usually  true  with  respect  to  newly  es- 
tablished plans  where  a  large  liability  for  past  service  credit  exists. 
Such  liabilities  are  usually  gradually  funded  over  a  period  of  years 
and  are  not  recognized  immediately.  Properly  speaking,  such  liabili- 
ties should  be  recorded  as  employer  debts  to  pension  funds  and  pension 
fund  liabilities  to  households.  This  adjustment  has  not  been  made  to 
the  national  balance  sheet  in  Chapter  IV  solely  because  the  necessary 
figures  are  not  available. 

Discrepancies  may  arise  with  respect  to  bonded  debt,  a  subject 
discussed  at  some  length  in  Chapter  II.  The  treatment  there  proposed 
deals  adequately  with  any  potential  differences  which  might  result 
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from  Issues  at  a  discount  or  premium,  or  fluctuations  In  the  market 
values  of  outstanding  securities.  The  reader  may  recall  that  for  the 
purposes  of  this  study  bonds  are  recorded  at  market  values  both  as 
assets  and  as  liabilities. 

There  is  another  source  of  discrepancies  between  bonds  as  assets 
and  as  liabilities  which  is  not  discussed  above^namely,  costs  of 
flotation.  Consider  a  situation  in  which  bonds  are  issued  at  par-- 
that  is,  the  coupon  rate  coincides  with  the  ruling  market  rate.  Pay- 
ments for  the  bonds  by  purchasers  viill  still  exceed  receipts  by  the 
issuer  by  the  amount  of  flotation  costs.  This  difference  is  normally 
treated  as  an  asset  in  business  accounting  and  is  usually  amortized 
over  the  life  of  the  issue  as  something  resembling  an  additional 
interest  cost.  If  this  ''asset''  is  deducted  from  the  issuer's  bond 
liability  in  the  consolidation  process,  a  discrepancy  is  introduced. 
If,  on  the  other  hand,  it  is  permitted  to  stand  as  an  asset  in  its 
own  right,  the  issuer's  bond  liability  will  agree  with  valuation 
placed  on  the  bond  by  holders.  Since  the  asset  representing  deferred 
flotation  costs  is  not  then  cancelled  against  any  liability,  it  will 
appear  in  the  national  balance  sheet  as  part  of  the  national  wealth~-a 
somewhat  surpfising  result. 

One  might  treat  such  costs  as  prepaid  interest,  thus  justifying 
their  inclusion  among  the  assets  of  the  issuer.  A  prepaid  expense 
which  appears  among  the  assets  of  one  economic  unit,  however,  should 
always  have  its  counterpart  in  an  unearned  income  item  among  the 
liabilities  of  some  other  economic  unit.  In  preparing  a  national 
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balance  sheet,  prepaid  expense  should  disappear  in  the  consolidation 
process.  If  bond  flotation  costs  are  prepaid  expenses  of  the  issuer, 
one  would  expect  investment  bankers  to  show  a  liability  for  unearned 
Income,  which  they  do  not.  From  the  standpoint  of  the  national  wealth 
accountant,  flotation  costs  cannot  be  regarded  as  prepaid  interest. 

There  is  still  another  argument  for  treating  flotation  costs  as 
assets.  Proceeds  of  bond  issues  are  normally  used  to  finance  the  ac- 
quisition of  capital  goods;  any  expenses  in  connection  xd.th  the  issu- 
ance of  bonds  are  part  of  the  cost  of  the  capital  goods  so  acquired 
so  that  they  should  be  recorded  among  the  assets  of  the  issuer.  If 
this  line  of  reasoning  is  pursued,  there  is  no  reason  why  unamortized 
flotation  costs  should  not  be  Included  in  the  national  traalth  along 
with  capital  goods.  Moreover,  such  costs  should  be  considered  a  part 
of  investment  spending  for  purposes  of  national  income  and  product 
accounting.'  This  argument  breaks  down,  however,  with  respect  to  re- 
funding issues  and  is  further  weakened  by  the  fact  that  uses  of 
specific  receipts  of  funds  are  difficult  to  trace.  A  firm  might  well 
acquire  capital  goods  by  reducing  its  working  capital;  then  later 
float  bonds  to  replace  working  capital. 

It  should  be  pointed  out  that  flotation  costs,  like  all  adminis- 
trative expenses  of  financial  intermediaries,  result  from  imperfec- 


'This  is  the  treatment  proposed  in  the  published  flow-of-funds 
study  (Board  of  Governors  of  the  Federal  Reserve  System,  Flow  of 
Funds  in  the  United  States.  1939-1953.  p.  294).  National  Income 
does  not  include  them  in  capital  formation,  and  unpublished  revisions 
of  the  flow-of-funds  accounts  concede  this  point. 
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t ions  in  capital  markets.  Like  other  problems  which  arise  from  market 
imperfections,  there  is  probably  no  really  satisfactory  theoretical 
solution.  For  purposes  of  this  study  flotation  costs  are  treated  as 
capital  outlays  and  so  appear  in  national  wealth  in  connection  with 
capital  goods. 

Perhaps  the  most  significant  (and  numerically  the  largest)  dis- 
crepancy appears  with  respect  to  equity  securities.  As  may  readily 
be  imagined,  the  net  worth  of  a  corporation  does  not  necessarily  co- 
incide with  the  market  value  of  its  outstanding  shares .  There  is  al- 
most always  some  discrepancy,  and  in  some  circumstances  it  may  be- 
come very  large."  Which,  then,  measures  most  accurately  the  value  of 
corporate  assets--the  market  values  of  Individual  assets  less  liabil- 
ities, or  the  market  values  of  outstanding  shares? 

Before  attempting  to  answer  this  question,  we  shall  inquire  into 
some  of  the  circumstances  that  serve  to  bring  the  discrepancy  into 
being.  To  use  accounting  terminology,  firms  typically  have  a  "going 
concern"  value  which  exceeds  the  book  values  of  assets  less  liabili- 
ties, which  may  also  be  expressed  by  the  term  goodwill.  Some  of  the 
factors  which  are  responsible  are  temporary;  others  may  be  permanent. 


^The  estimated  figures  for  1949  and  1950  are  given  on  the  nation- 
al balance  sheets  in  the  previous  chapter.  Goldsmith  estimates  that 
by  December  31,  1955,  the  market  values  of  shares  exceeded  depreci- 
ated replacement  costs  of  corporate  assets  by  thirty-two  billion 
dollars"that  is,  share  values  have  risen  from  a  figure  lower  than 
corporate  assets  to  one  considerably  higher.  See  U.S.  Congress* 
Joint  Economic  Committee,  Subcommittee  on  Economic  Statistics, 
op.  cit..  p.  302. 
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The  presence  of  monopoly  may  have  the  effect  of  securing  larger 
returns  to  capital  than  is  the  case  in  competitive  industries.  Cur- 
iously enough,  the  shares  of  a  corporate  monopoly  may  be  traded  in  a 
highly  competitive  securities  market,  so  that  the  competitively  de- 
termined market  value  of  outstanding  shares  will  permanently  exceed 
the  value  of  net  assets.  Even  in  the  absence  of  monopoly,  large  scale 
production  or  other  barriers  to  entry  may  cause  larger  than  ordinary 
returns  in  an  industry  to  persist,  which  retutms,  given  a  competi- 
tive securities  market,  will  drive  up  share  prices. 

In  addition  to  situations  in  x^ich  the  discrepancy  betvraen  share 
values  and  net  asset  values  tend  to  be  permanent,  there  are  a  host  of 
forces  which  bring  about  short-run  discrepancies  as  well.  Extra- 
ordinary profits  in  one  industry,  even  xrtth  no  barriers  to  entry, 
will  tenporarily  tend  to  raise  share  prices.  Indeed,  this  is  part  of 
the  mechanism  by  which  capital  is  attracted  into  relatively  profit- 
able industries.  With  respect  to  relatively  unprofitable  industries, 
share  prices  may  remain  well  below  net  asset  values,  though  in  cases 
where  capital  goods  themselves  have  low  opportunity  costs  (as,  for 
example,  the  railroads)  this  need  not  be  the  case. 

The  existence  of  risk  and  uncertainty  (differing  degrees  of  which 
provide  the  principal  distinction  between  debt  and  equity  securities) 
creates  additional  opportunities  for  further  divergences  between 
asset  and  share  values.  Not  the  least  important  result  is  stimulus  to 
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speculative  activity.   Another  important  factor  is  the  relative  da- 
mand  and  supply  of  debt  and  equity  securities,  a  largely  unexplored 
subject.  In  the  late  forties  there  were  \ri.dely  expressed  fears  of 
an  insufficient  demand  for  equities— as,  indeed,  the  relative  under- 
valuation of  coimnon  stocks  would  substantiate--a8  compared  to  a 
greatly  enlarged  demand  for  debt  securities  (allegedly  abetted  by 
the  newly-found  importance  of  large  financial  intermediaries).  Ten 
years  later--if  the  financial  columnists  are  to  be  believed--there 
is  an  insufficient  demand  for  bonds;  everyone  wants  stocks.  As  is 
indicated  in  Chapter  VII,  there  is  a  need  within  economics  for  a  uni- 
fied theory  of  assets  and  liabilities  which  will  explore  some  of  these 
matters,  particularly  the  forces  which  affect  the  relative  supplies 
of  and  demands  for  debt  and  equity  securities. 

This  brief  discussion  underscores  the  fact  that  forces  making 
for  discrepancies  between  corporate  net  assets  and  market  values  of 
corporate  equity  securities  are  many  and  varied.  If  we  consider 
corporate  net  worth  a  kind  of  liability  to  shareholders,  then  the 
process  of  cancelling  domestic  financial  claims  and  liabilities  will 
produce  a  discrepancy.  The  question  then  arises  as  to  which  measure 
of  corporate  net  assets  is  the  best— that  is,  \>7hich  of  the  two  figures 
shall  be  adjusted  to  the  other  so  as  to  eliminate  the  discrepancy. 

It  might  seem  reasonable  to  conclude  that  the  valuations  placed 


One  could  hardly  hope  to  match  Keynes'  classic  exposition  of 
the  price-determining  forces  in  the  stock  market,  many  of  which  have 
little  to  do  with  prospective  dividends  (op.  cit.,  pp.  I52f ) . 
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upon  shares  by  the  securities  markets  are  the  better  measure  of  corp- 
orate aet  assets.  There  seem  to  be  ample  (already  referred  to)  grounds 
for  questioaing  this  coaclusioa,  however.  Xhe  most  important  one  is 
the  relatively  large  role  played  by  speculatiou  in  determining  share 
prices  at  any  particular  time.  It  is  true,  of  coarse,  that  in  the  long 
run  the  market  recognizes  changes  in  earnings  and  in  other  more  basic 
factors,  bat,  as  we  have  seen,  this  may  be  a  very  long  run  indeed. 

The  position  adopted  in  this  study  is  that  neither  measure  of  tha 
value  of  corporate  net  assets  should  be  adjusted  to  the  other--that 
is,  the  discrepancy  should  not  be  artificially  eliminated.  Indeed, 
the  size  of  the  discrepancy  conveys  Information  just  as  important  as 
any  other  entry  in  the  national  balance  sheet.  For  example,  a  large 
excess  of  share  market  values  over  net  asset  values  indicates  a  long- 
run  equilibrium  in  corporate  financing  and  in  expansion  has  not  been 
reached.  The  larger  the  discrepancy,  the  lover  the  -'cost'-  of  equity 
capital.  One  would  then  expect  a  shift  of  corporate  financing  from 
debt  to  equity  issues  and  a  further  expansion  of  corporate  holdings 
of  tangible  assets. 

A  large  excess  of  net  asset  values  over  security  values  indi- 
cates, on  the  other  hand,  that  the  cost  of  debt  financing  is  lower 
than  equity  financing,  so  that  a  shift  toward  debt  issues  is  indicated. 
Such  changes,  of  course,  take  time,  and  the  indicated  shifts  may  be 
slow  in  materializing.  It  would  appear  to  be  a  defensible  generaliza- 
tion, however,  that  the  larger  the  discrepancy  in  either  direction, 
the  stronger  \d.il  be  the  pressures  for  a  shift  in  financing. 
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Another  significant  feature  of  a  large  excess  of  stock  values  over 
corporate  net  assets  is  the.  discrepancy  between  the  rate  of  return  on 
corporate  assets  and  the  lower  rate  of  return  on  stocks  at  market  value. 
This  is,  of  course,  a  difference  over  and  above  any  resulting  from 
corporate  retained  earnings.  Tliis  may  be  the  hidden  means  by  which  a 
falling  rate  of  return  on  capital  in  aa  advancing  economy  is  maai» 
fested,  even  though  effective  rates  of  interest  on  debt  securities  are 
rising.  Capital  may,  after  all,  have  a  falling  marginal  productivity, 
or,  if  the  reader  prefers,  a  falling  marginal  efficiency. 

At  any  rate  the  size  of  the  discrepancy  is  a  matter  of  some  im- 
portance; it  is  not  eliminated  in  the  consolidation  process.  For  the 
national  wealth  statement  (consolidated  national  balance  sheet),  corp- 
orate assets  are  entered  in  the  same  manner  as  on  the  balance  sheet  of 
the  corporate  3actor--namely,  depreciated  cost  adjusted  to  current  cost, 
which  method  was  selected  as  the  best  available  approximation  to  market 
values.  Market  values  of  corporate  shares  are  given,  as  is  the  dis- 
crepancy bet^<reen  the  two  figures.  If  the  reader  prefers  to  value  corp- 
orate net  assets  on  the  basis  of  market  values  of  stocks,  he  may  do  30 
by  means  of  one  simple  adjustment  to  the  figures. 

There  are,  of  course,  some  additional  points  in  the  balance  sheet 
where  some  difficulties  arise  in  the  consolidation  process.  The  most 
important  ones,  especially  for  purposes  of  analysis,  have  been  treated 
BO  that  any  additional  discussion  would  appear  to  r^jin  rapidly  into 
diminishing  retujms. 


CHAPTER  VI 

THE  NATIONAL  BALANCE  SHEET,  THE  NATIONAL  INCOME, 
AND  THE  FLOW  OF  FUNDS 

It  is  the  purpose  of  this  chapter  to  examine  some  of  the  rela- 
tionships between  stocks  of  goods  and  claims  as  measured  by  the  bal- 
ance sheet  and  flows  of  goods  and  claims  as  measured  by  the  more 
familiar  social  accounting  structures  of  the  national  income  and 
flow-of-funds  accounts.  There  are  several  kinds  of  relationships  be- 
tween stocks  and  flows;  these  will  be  examined  in  turn.  Some  of  the 
theoretical  aspects  of  these  relationships  are  discussed  in  the 
following  chapter;  most  of  this  chapter  is  devoted  to  the  exposition 
of  the  more  technical  aspects  of  the  matter. 

Flows  are,  among  other  thirigs,  additions  to  or  subtractions 
from  existing  stocks  of  goods  or  claims.  Net  investment,  for  ex- 
ample, may  be  defined  as  the  act  of  adding  to  the  stock  of  capital 
goods.  Stated  somewhat  differently,  all  production  represents  an 
addition  to  stocks,  while  consumption  represents  a  subtraction  from 
stocks,  though  in  some  cases  production  and  consumption  take  place 
simultaneously.  Cash  receipts  are  an  addition  to  the  stock  of  cash, 
while  expenditures  are  a  subtraction;  income  is  an  addition  to  net 
^sForth,  while  consumption  expenditure  is  a  subtraction.  These  relation- 
ships may  be  expressed  mathematically  in  terms  of  first  derivatives 
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If  continuous  flows  are  assumed.  If  x  represents  the  stock  of  a 

commodity  (or  a  claim)  at  some  point  in  time,  ^,  the  first  deriva- 

dt 

tive  with  respect  to  time  (t),  measures  the  related  flow.  Positive 

values  of  Si  represent  additions  to  the  stock;  negative  values  repre- 
dt 

sent  subtractions. 

Another  important  relationship  between  stocks  and  flows  is  that 
involved  in  computing  a  rate  of  return  on  investment.  In  this  case 
the  net  income  (a  flow)  produced  by  a  stock  of  goods  or  claims  is  com- 
pared to  the  stock;  if  both  can  be  reduced  to  a  conDion  measure  (ordin- 
arily money),  the  resulting  ratio  may  be  called  the  rate  of  return  or, 
loosely,  the  rate  of  interest. 

Still  another  relationship  of  some  interest  is  that  involved  in 
developing  capital  coefficients- -that  is,  stocks  of  capital  goods, 
either  inventories  or  fixed  capital,  required  to  sustain  specified 
flows  of  production.  The  acceleration  principle  in  cycle  theory  de- 
pends on  the  existence  and  stability  of  such  coefficients.  A  fully 
developed  input-output  structure  also  requires  that  provision  be 
made  for  flows  of  capital  goods  as  well  as  intermediate  and  final 
products  in  general.   This  particular  aspect  of  the  relationship  be- 
tween stocks  and  flows  is  a  rather  large  subject;  any  further  develop- 


For  a  detailed  discussion  of  capital  coefficients  in  input- 
output  studies,  see  Research  Project  on  the  Structure  of  the  Amer- 
ir:,.  j.coaomy.  Studies  in  the  Structure  of  the  American  Economy,  by 
Wassily  Leontief  et  al.  (New  York:  Oxford  University  Press,  1953), 
pp.  53-90. 
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ment  lies  beyond  the  scope  of  this  study. ^ 

A  final  type  of  stock-flow  relationship  which  has  been  the  ob- 
ject of  study  in  economic  and  monetary  theory  is  that  of  velocity  of 
circulation.  This  notion  has  been  developed  mostly  with  respect  to 
the  stock  of  money  as,  for  example,  in  the  equation  of  exchange  MV«PT. 
V  represents  the  relationship  between  the  stock  of  money  at  some 
point  or  points  in  time  and  the  volume  of  expenditures  in  a  given 
period  of  time.  The  idea  of  velocity  or  turnover  is  equally  appli- 
cable to  inventories,  fixed  capital,  or  any  other  stock.  Very  little 
analysis  of  this  sort  lias  been  attempted,  however,  and  none  is 
attempted  here. 

The  first  type  of  relationship  mentioned  above— namely,  that  in 
which  flows  are  looked  at  as  additions  to  or  subtractions  from  stocks-- 
is  explored  in  some  detail  in  the  following  pages.  The  most  import- 
ant of  the  possible  relationships  is  that  between  the  national  wealth 
and  the  national  income,  which  may  be  best  portrayed  in  a  system  of 
social  accounting  containing  both  income  and  balance  sheet  accounts. 

The  obvious  point  of  contact  between  national  production  or  in- 
come and  national  wealth  is  that  portion  of  current  production  which 
is  not  consumed  but  which  is  invested  or  added  to  the  stock  of 
wealth.  Consistency,  then,  requires  that  expenditure  for  any  items 


^For  a  recent  further  discussion  of  capital  coefficients ^  see 
Conference  on  Research  in  Income  and  Wealth,  Problems  of  Capital 
Formation  (Studies  in  Income  and  Wealth,  Vol*  XIX  [Princeton: 
Princeton  University  Press,  195^  ). 
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which  are  regarded  as  wealth  may  not  be  treated  in  the  income  and 
product  accounts  as  consumption  expenditure.  In  Chapter  I  it  was 
decided  that  for  the  purposes  o£  this  study  certain  articles  the  ex- 
penditure for  vdiich  is  treated  in  the  present  United  States  income 
and  product  accounts  as  current  expenditures,  would  be  included  in 
the  concept  of  wealth  developed  for  this  study.  Expenditure  for  the 
acquisition  of  these  goods  must  then  be  considered  a  species  of  capi« 
tal  expenditure.  The  most  important  items  at  issue  are  consumer 
durable  goods  and  government  capital  goods. 

For  purposes  of  illustration,  the  national  income  and  product 
figures  for  1930  have  been  modified  so  as  to  relate  the  1949  and  1950 
balance  sheets.  Some  of  the  ways  in  which  the  statements  fit  to*> 
gether  may  be  illustrated  as  follows: 

1.  Tangible  wealth  at  the  beginning  of  1950  plus  gross  invest- 
ment less  capital  consumption  equals  tangible  wealth  at  the 
end  of  1950  (allowing  for  changes  in  values  of  existing 
capital  goods) . 

2.  For  each  sector,  net  worth  at  the  beginning  of  1950  plus 
income  less  current  expenditure  plus  capital  gains  equals 
net  worth  at  the  end  of  1950. 

3.  For  each  sector,  tangible  assets  at  the  beginning  of  1950 
plus  gross  investment  in  new  tangible  assets  less  capital 
consumption  plus  (or  minus)  transactions  in  existing  tangible 
assets  equals  tangible  assets  at  the  end  of  1950. 

In  order  to  portray  properly  these  relationships,  it  is  necessary 
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to  revise  the  income  and  product  figures  ia  several  respects.  Ex- 
penditures for  consumer  durables  are  treated  as  capital  expenditures 
as  are  govensaent  construction  and  other  durable  goods  outlays. 
Capital  gains  are  computed  in  the  process  of  adjusting  existing  goods 
to  current  values,  and  capital  consumption  allowances  are  based  on 
current  values,  not  on  original  cost  which  is  the  basis  of  computa- 
tion for  most  of  tlie  capital  consumption  estimates  in  the  official 
income  and  product  figures.  As  noted  in  Chapter  IV,  many  of  these 
figures  are  rather  crude  estimates;  they  are  useful,  nevertheless, 
for  purposes  of  illustration. 

The  1950  national  income  and  product  estimates  may  be  sunmarized 
as  follo\«5*. 


TABLE  7 
NATIONAL  INCOME  AND  PRODUCT  ACCOUNT,  1930 
(Billions  of  Dollars) 


Labor  Income 

154.3 

Personal  Consumption 

194.0 

Unincorporated  Busi- 

Gross Private  Dcnoestic 

ness  Income 

36.1 

Investment 

51.2 

Rent 

8.5 

Net  Foreign  Investment 

-2.2 

Corporate  Profits 

35.  i 

Government  Purchases  of 

Interest 

5.9 

Goods  and  Services 

42.0 

Indirect  Business  Taxes 

23.7 

Capital  Consumption 

20.5 

Other  Minor  Items 

.9 

Charges  against  Gross 

Gross  National  Product 

National  Product 

285.1 

285.1 

Source:  National  Income.  1954  Edition,  p.  33. 


U.S.  Department  of  Commerce,  Office  of  Business  Economics, 
op.  cit.,  p.  33,  The  revised  figures  which  have  recently  become 
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When  the  revisions  mentioned  above  are  incorporated,  the  Income 
and  product  figures  appear  as  follows: 


TABLE  8 
NATIONAL  WCmS   AND  PRODUCT  ACCOUNT,  1950,  REVISED 
(Billions  of  Dollars) 


Labor  Income 

154.3 

Personal  Consumption 

184.6 

Unincorporated  Bus- 

Gross Domestic 

iness  Income 

38.2 

Investment 

87.3 

Rent 

2.4 

Net  Foreign  Investment 

-2.2 

Corporate  Profits 

33.3 

Government  Purchases  of 

Interest 

5.9 

Goods  and  Services 

39.0 

Indirect  Business  Taxes 

23.7 

Capital  Consumption 

50.0 

Other  Minor  Items 

.9 

Charges  against  Gross 

Gross  National  Piroduct 

National  Product 

308.7 

308.7 

Source:  Writer's  revision  of  Table  7. 

The  major  changes  are  the  reduction  of  personal  consumption  in 
the  amount  of  consumer-durables  purchases  which  are  in  this  study 
treated  as  capital  goods  purchases  and  the  increase  of  personal  con- 
sumption in  the  amount  of  depreciation  on  the  existing  stock  of  con< 
sumer  durables.  Government  purchases  are  reduced  in  the  amount  of 
government  capital  purchases  but  Increased  by  the  amount  of  depreci- 
ation on  existing  capital  goods.  Gross  private  domestic  Investment 


available  have  not  been  used  since  much  of  the  detail  available  in 
the  1954  supplement  has  been  used  in  this  study  and  is  not  available 
for  the  revised  figures.  Also,  the  detail  furnished  in  the  pub- 
lished flow-of-funds  study  uses  the  unrevised  1950  figures. 
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is  increased  as  a  result  of  the  broader  definition  of  capital  expend- 
iture. On  the  other  side  of  the  statement  the  major  changes  are  a 
greatly  increased  capital  consumption  allowance  with  resulting  reduc- 
tions in  business  and  rent  income  items.  Capital  consumption  charges 
are  increased  for  two  reasons.  One  is  that  Che  broader  definition  of 
capital  increases  the  amount  of  capital  subject  to  depreciation.  The 
dther  is  that  the  conversion  of  capital  goods  values  from  original 
cost  to  current  cost  increases  the  dollar  amount  to  which  depreciation 
rates  are  applied. 

If  the  reader  will  refer  back  to  the  balance  sheets  given  in 
Chapter  IV,  transactions  in  tangible  assets  may  be  suniiiarized  as 
follox7s: 

TABLE  9 
CHANGES  IN  NATIONAL  TANGIBLE  ASSETS,  1950 
(Billions  of  Dollars) 


Tangible  Assets,  Beginning  of  1950     853.0 

Capital  Gains  36.4 

Gross  Investment,  1950  87.3 

976.7 

Less  Capital  Consumption  50.0 

Discrepancy  ,2 

Tangible  Ajjsets,  End  of  1950  926.9 


Source:  Tables  5,  6,  and  8. 


The  next  step  is  an  aioalysls  of  the  same  transactions  by  sectors. 
First,  the  income  and  product  figures  must  be  deconsolidated  into  the 
various  sector  components,  an  operation  which  is  accomplislied  in 
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Table  10  on  the  following  page.  The  figures  are  tal^en  mostly  from 
the  published  flow-of-funds  work  though  some  substantial  revisions 
were  necessary  to  recast  the  data  in  the  desired  fom.'^  The  revis- 
ions were  based  on  detailed  figures  supplied  in  the  same  study  or  on 
data  contained  in  the  1954  national  income  supplement,^  The  more 
important  adjustments  are  described  in  the  following  paragraph. 


Board  of  Governors  of  the  Federal  Reserve  System,  Flow  of 
Funds  in  the  United  States.  1939-1953. 

U.S.  Department  of  Commerce,  Office  of  Business  Economics, 
pp.  cit. 
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TABLE  10 


TraneaotionB 


154.5 
6.1 


Households 


4.2 
155.9 
(41.4) 


2.7 

4.4 


15.9 
57.1 


8.5 


•  •  •  • 

9.0 


6.5 
6.2 

8.4 


27.5 
4.6 

6.5 

8.0 

4.4 
19.9 


2gI3 


224.6 


16.9 
27.5 


•  •  •  •  • 

•  •  •  •  < 


^44:4 

16.2 
12.4 


17.5 


15.7 

41.4 

.4 


1.9 
9) 


22 


75.0 


75.0 


2.1 


2.1 


10.0 


2.7 

.6 


2.9 

12.1 
.2 

(.1) 


5.4 
...8 


.5 


Salee 
RirchasaB 

Intermediate  Gooda 

Oonsuner  Goods 

Capital  Goods 

Government 

Labor   Inconie 

Interest  (Cash) 

Inputed  Interest  (raeno) 

Rent 

Unincorporated   Susiness 

Income 
Corporate  R"ofit8 

Taxes 

Dividends 

Retained  Earnings 

Capital  Consumption 

Indirect  Business  Taxes 

Social   Insurance 

Other   Insurance 

Other  Transfer  Paj-raents 

Personal  Taxes 

Discrepancy 

Total  Current  Receipts 

and  Expenses 

Net  Saving 
Capital  Consumption 
Gross  Saving 
Transactions   in  Used 

Tangible  Assets 
Increase  in  Liabilities 
Increase  in  Financial 

Assets 
!S"oss  Investment 
Discrepancy 

Totals 

Notes 

Details  nay  not  add  to  totals  because  of  rounding. 

(    )   indicates  raenorandum  entrj'  not   included   in  totals. 

R  indicates  receipts;   E   indicates  expenditures. 


Monprofit 
Organiza- 


5.6 


f!onf inane ial   Business 


OROSS  NATIONAL  PRODUCT  AND  RELATED  FLO'VS 
BY  SSOTORS,   1950 

(BilUpna  of  nollacsJL 


Farm 


51.6 


55.0 


-.1 

^.5 


4.4 


Nonfarm 
Unincor- 
porated 


164.4 


1Z5 


10.6 


107.0 


25.7 

.5 


5.2 
25.0 


2.5 

5.1 


.7 
.2 


l5%9 


2.1 

8.5 


10.6 


Corporate 


445.5 


4.0 


2.9 


.8 
.4 


452:2 


5.8 

11.6 


.2 
21.4 

•  •  •  •   • 

•  •  •  •  • 


287.9 

J:25;^ 


Government 


Federal 


4.4 


5.6 


94.5  I.... 
2.5  1.4 


4.5 


55.2 
(16.9) 

11.6 
15.8 


2.6 
1.1 


.7 


(1.6) 
8.0 

12.5 
5.9 


.1 


.2 


17.0 


8.7 

5.5 

.2 

.2 

18.2 


•  •  •  » 

•  •  •  • 


1.4 

>  •  •  • 

6.1 


State  and 
Local 


Federal 
Reserve 


4.5 


.5 
".2. 


.8 


1.6 


(5.7) 
4.1 

10.9 
.6 


Financial  Institutions 


Com- 
nercial 


System    |   Banks 


.2 


2.9 
14  2 
1.0:     .4 


10.5  '  6.9 
....     1.7 


7.6 


4^2.2  [55.7  ^t87I  1297?  28.5     .5 


1  •T'  '  •  •  •  •      ^my    •  •  *  • 


-770 


t • •         "•^     O I 


.4,. 


y  .^  i . .  • . 


15.8 : ...  • 
2}, 6    ...  I 


59.5I    ^9.5 


■sT? 


6.7 
1.6 

.5 


•  •  •  • 

1.0 


ar^ 


2.5 

5.7 

•  •  •  • 


.ii 


1.1 


•|5 
1)1. 


_i2M 


1.5 
.5 

K2.S5 
.1 


.4 


1.5 
(.4) 

LI 


5.9 


4 

I 

I.1I9.O 


8.9 

.1 


9.0 


Savings 
Insti- 
tutions 


2i5 


Insur- 
ance 


Other 


15 


18 


4 
5  .. 


hi 


'Z^ 


11 


18 


Ta 


Rest 

of 

the 

Vorld 


111 


4 
2:? 


27> 


iS 


11 


12 


12 


12 


Totals 


665.8 


154.5 
16.4 

•  •  •  •  • 

19.8 
57.1 

•  •  •  •  • 

(I7.fj 

a2.s5 


22.9 

15.0 
25.6 
24.6 
19.9 
(b) 


HI 


57.0 
50.0 
-57iD 


18.5 
64.7 


•  •  •  •  • 

1.7 


450.5 

155.9 

(87.3 

12.1 

154.5 

16.4 

(5.^ 
19.8 

57.1 
55.2 

a7.^ 

(12.S5 
(6.5) 

50.0 
22.9 
15.0 
25.6 
24.6 
19.9 
(b) 


M. 


Ad  just- 

ments 

(a) 


R 


14.9 

1.4 

17.4 

1.1 

1.9 


26.9 


8  .. . • 


Gross 

National 

Product 

a 


■  (0 


154.5 
1.5 

4.4 
2.4 

58.2 
55.5 


184.6 
87.5 
59.0 

•  •  •  •  • 
«  •  •  •  • 


50.01...., 
25.71..... 


Personal 

Consuitp- 

tion 

(Kemo) 


25'.S 


m 


• • • • I  aO     • 1 


:m 


18.5 


66.1 
87.5 


171.7 


-2.2 


•  •  •  • 


5O8.7 


228il 


152.9 


2.7 
5.5 

2.0 
10.2 


25.1 


2.8 
.5 

i55T5 


(a)  See  Table   11   for  explnnations. 

(b)  Not  applicable 

(c)  See  next  column 


Sources:     Computed  from  data 
given  in  National   Inoooe.   1954 
Edition  and   'low  of  ^mds   in 
the  United  States,   1959-1?"' 
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TABLE  11 

EXPLAHATICN  OF  ADJUSIJIEHTS  IN 
TABLE  10 

(Billions  of  Dollars) 


Interest 

Interest  received  by  noahousehold  sectors  10.3 

Government  aet  payments  treated  as  traasfer 

payments  in  gross  national  product  4.7 

Interest  received  by  nonprof.lt  organisations 

treated  as  personal  receipts  in  gross 

national  product  (.1) 

14.9 


Unincorporated  Business  Income 
Imputed  rent  from  farm  residences 
Discrepancy 


Imputed  Interest 

Received  by  business  1.4 

Rent 

Business  rent  receipts 

Expenses  of  personal  landlords 

Imputed  rant  from  owner-occupied  homes 

Other 


Corporate  Profits 

Domestic  dividends  received  by  domestic 

corporations  already  shown  in 

corporate  profits  1.9 

Indirect  Business  Taxes 

Unidentified  discrepancy  .8 

Other  Transfer  Payments 

To  eliiainate  all  except  business  transfer 

payments  23.8 

Government  Purchases 

Payrolls,  except  government  enterprises  20.7 

Foreign  aid  treated  as  purctiasee  from  abroad 

in  gross  national  product  2,8 

Depreciation  of  government  capital  4.3 

ether  adjustments  (.9) 

26,_9 
Notes 
(  )  indicates  deduction 

Source:  Computed  from  data  given  in  National  Income,  1954 
Edition  and  Flow  of  Funds  in  the  United  States,  1939-1953. 
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The  sectors  were  rearranged  to  conform  to  those  used  In  this 
study;  the  sectoring  employed  in  the  published  flow-of-funds  work, 
as  indicated  in  Chapter  III,  differs  somev^at  from  that  employed 
here.  Payrolls,  which  in  the  flow-of-funds  study  were  limited  to 
cash  pay  plus  employees'  social  security,  were  raised  to  conform  to 
the  national  income  treatment.  The  flow  of  rent  payments  was  re- 
vised to  reflect  the  ownership  of  rented  real  property  by  households; 
lessorship  activities  of  households  were  entirely  in  the  unincorpor- 
ated business  sector  in  the  flow-of-funds  study.  Insurance,  tax, 
and  transfer  payment  flows  were  rearranged  somewhat,  and  capital  con- 
sumption was  explicitly  entered  as  an  expense. 

On  the  basis  of  sector  information  provided  in  Table  10,  Table 
9,  which  deals  with  tangible  assets,  is  expanded  to  show  detail  by 
sectors  in  Table  12.  The  reconciliation  of  balance  sheet  values  for 
tangible  assets  from  the  end  of  1949  (beginning  of  1950)  is  complete. 
Table  10  also  demonstrates  the  way  in  i^ich  net  additions  to  stocks 
of  capital  goods  were  financed  by  sectors.  The  basic  identity  for 
each  sector  may  be  stated  in  the  following  manner:  net  savings 
(current  receipts  less  current  expenses)  plus  capital  consumption 
allowances  equals  gross  saving.  Gross  s  ving  plus  increases  in  fi- 
nancial liabilities  plus  transactions  in  existing  assets  less  in- 
creases in  financial  assets  equals  gross  investment. 

At  this  point,  as  the  reader  has  observed,  it  becomes  necessary 
to  introduce  financial  claims  into  the  social  accounts.  It  is  possible 
to  discuss  national  saving  and  investment  without  recourse  to  shifts 
in  claims  (except  foreign  capital  movements);  it  is  not  possible  to 
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TABLE  12 


CHANGES   IN  NATIONAL  TANGIBL! 
BY  SECTOR  AND  BY  ASSET  CLASSIP: 


(Biilipnp  gf  CoUftra 


Balance 

Gross 

Sector 

Beginning 

Capital 

Invest- 

of 1950 

Gains 

ment       8 

Households 

^^.9 

10.1 

41.4 

Ifonprofit  Organ- 

izations 

12.9 

.5 

1.9 

Nonflnancial  Business 

Pfeinn 

115.5 

15.0 

4.5 

Nonfarm  Unincor- 

porated 

51.5 

1.0 

8.5 

Nonfarm  Corporate 

217.5 

9.1 

25.6 

Government 

Federal 

57.5 

.9 

1.6 

State  and  Local 

75.9 

2.0 

5.7 

Financial  Institutions 

Federal  Reserve 

System 

* 

« 

* 

Comrnercial  Banks 

1.5 

* 

.1 

Savings   Institutions 

.5 

* 

* 

Insurance 

1.5 

* 

* 

Other 

« 

* 
55.4 

B73 

Totals 

85^.0 

Suamary  by  Assets 

Land 

160.0 

12.7 

•  •  •  • 

Residential  Buildings 

209.7 

8.8 

15.0 

Other  Stjructures 

198.7 

5.5 

14.5 

Producer  Durables 

104.2 

2.2 

22.8 

Consumer  Durables 

99.5 

•  ♦  •  • 

28.6 

Inventories 

67.9 

4.9 

6.4 

Livestock 

15.2 

4.5 

•  •  •  • 

Totals 

d^5£ 

Notes : 

*   Less  than  $50  mllion 

(a)  net  figures  only  shovm 

Details  may  not  add  to  totals  because  of  rounding 

Sourest  Tables  5»  6»  a^nd  10. 
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TABLE  12 

ORANOES  IN  MTIOMAL  TAIIGIBIiE  ASSETS 
BT  SECTOR  AND  BY  ASSET  0LA33IFICATI0N, 


1950 


(B] 

Lllions  of  Ortllflra^ 

Balance 

Oroes 

Capital 

Transactions  in 

Balance 

Sector 

Beginning 
of  1950 

Capital 
Gains 

Invest- 
ment 

Con- 
sumption 

Existing  Assets 

End  of 
1950 

Sales 

Purchases 

HojsoholdB 

559.9 

10.1 

41.4 

27.5 

16.2 

17.5 

565.2 

Ifonprofit  Organ- 

izations 

12.9 

.5 

1.9 

.7 

« 

• 

14.4 

Nonfinancial  BusineBS 

Pferm 

115.5 

15.0 

4.5 

5.^ 

.4 

(a) 

129.0 

Nonfarm  Unincor- 

porated 

51.5 

1.0 

8.5 

2.5 

1.5 

(a) 

57.0 

Nonfann  Corporate 

217.5 

9.1 

25.6 

11.6 

.2 

.1 

258.5 

Government 

federal 

57.5 

.9 

1.6 

1.4 

(a) 

(a) 

58.4 

State  and  Local 

75.9 

2.0 

5.7 

2.9 

(a) 

.4 

81.0 

Financial  Institutions 

PWeral  Reserve 

System 

« 

« 

* 

i» 

* 

« 

« 

Commercial   Banks 

1.5 

* 

.1 

« 

« 

* 

1.4 

Savings  Institutions 

.5 

« 

* 

« 

* 

« 

.5 

Insurance 

1.5 

* 

* 

.* 

« 

.2 

1.7 

Other 

« 

* 

* 

* 

« 

* 

* 

Totals 

a55.o 

_ 

5^ 

ay. 5 

50.0 

18.5 

IB.3 

i^^6.$ 

Summary  by  Assets 

Und 

160.0 

12.7 

•  •  •  • 

•  *  •  • 

1.9 

1.9 

172.7 

Residential  Buildings 

209.7 

8.8 

15.0 

9.0 

12.6 

12.6 

224.5 

Other  Structures 

198.7 

5.5 

14.5 

10.4 

.2 

.2 

206.5 

Producer  Durables 

104.2 

2.2 

22.8 

11.7 

•  •  •  • 

117.6 

Consumer  Durables 

99.5 

•  •  •  • 

28.6 

18.9 

*5*.6* 

5.6 

109.0 

Inventories 

67.9 

4.9 

6.4 

•  •  •  • 

•  •  •  • 

«  •  •  • 

79.1 

Livestock 

15.2 

4.5 

•  •  •  • 

•  •  •  • 

0  •  •  • 

16.5 

•  •  •  • 

16.5 

17.5 

Totals 

655.0 

92^.9 

Notes: 


*  Less  than  $50  million 

(a)  net  figures  only  shovm 

Details  may  not  add  to  totals  because  of  rounding 

Sourcej  Tables  5,  6,  and  10. 
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discuss  sector  saving  and  investment  strictly  In  terms  of  tangible 
assets.  This  is  the  point  at  which  flow-of- funds  information  be- 
comes important;  it  sheds  light  on  advances  of  funds  bet\'7een  sectors 
and  the  financial  instruments  by  means  of  which  these  flows  are 
accomplished.  Changes  in  financial  assets,  liabilities,  and  net 
Tjorth  by  sectors  are  summarized  in  Table  13.  The  changes  in  assets 
and  liabilities,  which  constitute  the  bulk  of  flow-of -fxrnds  inform- 
ation, may  be  traced  directly  to  the  national  balance  sheet. 

It  is  through  the  device  of  financial  claims  that  sectors  are 
able  to  invest  in  tangible  assets  amounts  different  from  their  sav- 
ings. For  example,  a  sector  may  save  more  than  it  invests  (in  the 
sense  of  acquiring  tangible  assets)  by  accumulating  financial  claims 
against  other  sectors.  This  is  the  role  normally  played  by  house- 
holds. A  sector  may,  on  the  other  hand,  invest  more  than  it  saves, 
financing  the  excess  of  investment  over  saving  through  borrowing 
from  other  sectors.  The  nation  as  a  whole,  needless  to  say,  is  not 
at  liberty  to  invest  an  amount  which  differs  from  its  saving,  but 
sectors  may  and  normally  do.  This  is  why,  for  example,  the  figure  for 
personal  savings  is  not  in  itself  very  informative.  We  also  need  to 
know  about  personal  (household,  in  this  study)  investment  and  the  net 
advances  of  funds  by  households  to  other  sectors— information  now 
conveyed  in  the  flow-of-funds  accounts.  Both  national  income  and 
flow-of-funds  accounts  become  considerably  more  informative  when  fully 
integrated  into  a  system  of  accounts  containing  a  balance  sheet.  The 
portrayal  of  the  way  in  which  these  three  national  financial  state- 
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TAB1£  15 
CHANffiiS  IK  ?INAIJCIAL  ASSETS,  LIABILITIES,  AND  NET  VfOHTH,  1950 
(Billions  of  Dollars) 


Details  iiay  not  add  to  totals  because  of  rounding. 
(  )  Indicates  Deductions. 

(a)  Common  Stocks  -  $22,2  billion;  equity  in  unincorporated  businesses  - 
315.2  billion. 

(b)  Includes  reinvested  earnings  abroad  ^.5  billion. 

(c)  Does  not  include  increase  in  proprietors'  investments  of  $.5  billion. 

(d)  Does  not  include  increase  in  proprietors'  investments  of  $5.9  billion. 

(e)  Does  not  include  net  issues  of  atock  of  Sl»5  billion. 

(f)  Does  not  include  net  issues  of  stock  of  |.5  billion. 

(g)  Cumulated  rounding  errors  of  $.5  billion. 

(h)  Excludes  foreign  saving  and  net  chan?p8  in  foreigners'  assets  and 

liabilities  whic.-.  items  are  included  in  the  figures  in  Table  10. 
(i)  Cumulated  rounding  errors  of  5.5  billion. 


Financial   Assets 

Liabilities 

Net  '-forth                                                 I 

Sector 

Balance 

Chnnres 

Capital 

Balance 

Balance 

Changes 

Balaice 

Balance 

Owners' 

Balance 

Beginning 

1950 

Gains 

End  of 

Beginning 

1950 

End  of 

Beginning 

Saving 

Invest- 

Capital 

Discrep- 

End of 

of  1950 

1950 

of  1950 

1950 

of  1950 

ment 

Gains 

ancy 

1950 

Households 

558.1 

15.7 

55.4(a) 

587.1 

67.5 

12.4 

79.9 

810. 5 

16.9 

... 

45.5 

(.4) 

872.4 

Nonprofit  Organizations 

12.5 

.2 

1.0 

15.5 

1.7 

.4 

2.1 

25.5 

.8 

... 

1.5 

.2 

25.8 

Nonfinancial  Businees 

Farm 

6.9 

(.1) 

•  •  •  • 

6.8 

12.4 

.5(0) 

12.7 

109.8 

•  •  •  • 

.5 

15.0 

•  •  • 

125.1 

Nonfarm  Unincorporated 

19.6 

2.1 

•  •  •  • 

21.7 

18.0 

2.7(d) 

20.7 

55.1 

•  •  •  • 

5.9 

1.0 

•  •  • 

58.0 

Nonfarm  Corporate 

120.1 

15.8 

6.5(b) 

142.1 

96.9 

20.1(e) 

116.9 

240,5 

5.8 

1.5 

15.4 

.5 

265.5 

Government 

federal 

106.0 

6.7 

•  •  •  * 

114.6 

295.6 

(.4) 

295.5 

(150.5) 

7.6 

•  •  • 

.9 

(.5) 

(142.5) 

State  and   Local 

29.7 

2.5 

•  •  •  • 

52.0 

27.1 

5.4 

50.5 

78.5 

1.1 

•  •  • 

2.0 

1.0 

82.5 

Financial   Institutions 

Federal   Reserve  System 

45.1 

1.1 

•  •  •  ♦ 

44.2 

42.2 

1.1 

45.5 

.9 

•  •  • 

•  •  • 

»  •  •  • 

•  •  • 

.9 

Connercial  Banks 

149.0 

8.9 

•  •  •  • 

157.9 

159.1 

8.1 

147.1 

11.2 

.5 

•  •  • 

•  •  •  • 

.4 

12,2 

Savin-s   Institutions 

56.7 

5.5 

•  •  •  • 

59.9 

55.2 

2.9 

56.2 

5.8 

.4 

•  •  • 

•  •  •  • 

(.1) 

4.0 

Insurance 

75.6 

5.9 

.5 

82.0 

60.6 

4.6 

65.2 

16.5 

1.6 

t  •  • 

.5 

•  •  • 

18.5 

Other 

14.0 

2.6 
62,5 

.5 
45.5 

16.9 

6.8 

1.9(f) 
57.4 

10.7 

5.2 

.1 

54.8 
(h) 

.5 

.5 
79.9 

.4 
1.7 

6.2 

Totals 

1.152.9 

1.258.4 

8O5.I 

560.4 

lj202.9 

1,524.8 

(H) 

(g) 

(h) 

(i) 

Notes 

Soiirce:  Tables  5»  6  and  10. 
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menCs  are  linked  together  is  one  of  the  purposes  of  this  study. 

It  may  be  helpful  to  the  reader  if  an  example  Is  taken  x>ihick 
illustrates  the  manner  in  which  the  various  tables  in  this  study  fit 
together.  Attention  is  invited  to  the  household  sector  on  the 
national  balance  sheets  in  Chapter  IV.  It  may  be  noted  that  at  the 
end  of  1949,  households  held  financial  assets  of  $538.1  billion  and 
tangible  assets  of  $339.9  billion,  owed  liabilities  of  $67.5  billion, 
and  showed  a  combined  net  worth  figure  of  $810.5  billion.  By  the 
end  of  1950  these  items  amounted  to  the  following:  financial  assets 
$587.1  billion,  tangible  assets  $365.2  billion,  liabilities  $79.9 
billion  and  net  worth  $872.4  billion. 

If  the  reader  will  now  refer  to  Table  10,  he  will  see  that  house* 
hold  net  saving  in  1950  is  estimated  at  $16.9  billion,  which  along 
with  capital  gains  of  $45.5  billion  accounts  for  the  increase  in  net 
worth.  This  relationship  is  traced  out  for  each  of  the  sectors  in 
Table  13.  Table  10  also  indicates  that  households  increased  their 
liabilities  by  $12.4  billion  in  1950,  which  amount  serves  to  recon- 
cile the  outstanding  liabilities  on  the  tvro  dates  as  shown  above. 
This  relationship  is  also  developed  for  each  sector  in  Table  13. 

The  beginning  and  enuing  figures  for  tangible  assets  as  shown 
above  are  reconciled  in  Table  12.  Holdings  by  households  of  $339.9 
billion  at  the  end  of  1949,  plus  1950  additions  less  1950  capital 
consumption  (both  shown  in  Table  10)  plus  capital  gains  equal  holdings 
at  the  end  of  1950  of  $365.2  billion.  Financial  asset  holdings  by 
liouseholds  are  reconciled  in  a  similar  manner  in  Table  13.  Holdings 
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amouating  to  $538.1  billion  at  the  end  of  1949  plus  $13.7  billion 
added  ia  1950  (from  Table  10)  plus  capital  gains  of  $35.4  billion 
equal  holdings  at  the  end  of  1950  amounting  to  $537.1  billioa. 

Another  matter  of  some  interest  for  which  the  balance  sheet  pro- 
vides some  information  is  that  of  the  rate  of  return  on  invested  cap- 
ital, or  the  ratio  between  property  income  and  the  value  of  property 
held  for  income,  A  few  rough  computations  are  attempted  in  the 
folloTvlng  paragraphs,  though  the  estimates,  as  noted  in  Chapter  IV, 
are  hardly  sufficiently  refined  to  do  much  more  than  indicate  some 
avenues  for  further  research. 

The  first  task  in  computing  a  rate  of  return  on  national  wealth 
is  to  reduce  property  income  and  wealth  to  a  comparable  basis.  It 
is  necessary  either  to  include  in  the  national  income  a  return  on 
capital  whose  services  are  not  sold  in  markets  or  to  exclude  such 
capital  from  the  ^^ealth  measure  to  \diich  income  is  compared.  The 
principal  items  at  issue  are  consumer  durables  and  government  capital 
goods;  owner-occupied  residences  do  not  present  any  problem  in  this 
connection  since  an  estimated  rent  is  imputed  in  the  national  income 
accounts.  No  attempt  is  made  here  to  resolve  these  involved  questions; 
the  wealth  items  at  issue  are  simply  deducted  from  the  national  ^^alth 
totals  in  computing  the  rate  of  return  on  wealth. 

Another  difficulty  is  that  of  dividing  unincorporated  business 
income  betv7een  labor  and  property  income;  the  division  adopted  may 
have  a  significant  effect  on  the  computed  rate  of  return.  Still  an- 
other question  is  that  of  the  proper  valuation  to  be  placed  on  corpor- 


130 

ate  assets— that  given  by  the  market  values  o£  stocks  or  by  market 
values  (or  the  approximation  to  market  value  afforded  by  adjusted 
original  cost)  of  individual  assets.  This  problem  has  already  been 
discussed  in  some  detail  in  the  preceding  chapter.  For  the  purposes 
of  the  present  computation,  both  methods  are  used;  the  computations 
are  presented  in  Table  14.  If  corporate  profits  after  taxes  are 
used,  the  figures  are  lower  still— 5.3  per  cent  and  6.3  per  cent 
respectively.  Different  estimates  of  the  share  of  property  returns 
in  unincorporated  business  will,  of  course,  produce  markedly  differ- 
ent results.  The  writer  does  not  claim  sufficient  knowledge  to  de- 
termine the  appropriate  share;  for  purposes  of  illustrating  the  com- 
putation, the  share  has  been  arbitrarily  set  at  1/3. 

There  are,  of  course,  niimerous  objections  which  could  be  raised 
to  the  computations,  even  if  more  accurate  estimates  of  wealth  com- 
ponents were  available.  There  is  the  standard  complaint  that  realized 
(or  ex  post)  returns  convey  no  information  about  prospective  (or  ex 
ante)  returns.  The  latter  are  the  relevant  facts  for  purposes  of 
analysis  and  prediction.  Even  realized  returns  are  not  really  proper- 
ly stated.  Consider,  for  example,  the  case  of  interest  on  any  security 
where  market  value  and  nominal  value  diverge.  The  nominal  return  does 
not  measure  the  effective  return;  yet  only  the  nominal  return  appears 
in  the  national  income  statistics.  The  rate  of  return  as  computed 
should  do,  however,  as  a  rough  approximation,  especially  if  more 
accurate  balance  sheet  figures  were  available.  Not  perfect,  perhaps, 
but  certainly  as  accurate  as  many  estimates  which  serve  as  the  basis 
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TABLE  14 
RETURNS  FROM  NATIONAL  WEALTH,  1950 
(Billions  of  Dollars) 


National  Wealth 

Less  items  for  which  property  income 
estimates  are  not  available 

Consumer  durable  goods 

Tangible  assets  less  liabilities 

of  nonprofit  organizations 
Government  tangible  assets 

Total  deductions 

Adjusted  National  Wealth 

Averages  for  1950 

Adjusted  national  wealth  as  above 

Using  market  values  of  corporate 

stocks  to  value  corporate  assets 

Property  Income 

Corporate  Profits  (before  taxes) 

Rent 

Interest 

Unincorporated  Business  Income  (1/3) 

Total 

Rate  of  Return  (Using  high  estimate 
of  national  wealth) 

Rate  of  Return  (Using  low  estimate 
of  national  xirealth) 


End  of 
1949 


895  «0 


99.3 

11.2 
113.2 

223.7 

671.3 


698.3 


588.1 


33.3 
2.4 
5.9 

12.7 

54.3 


7.8% 


9.27c 


End  of 
1950 


966.0 


109.0 

12.3 
119.4 

240.7 

725.3 


Source:  Tables  5»  6,  and  8. 


132 

for  complex  business  decisions . 

There  are  almost  endless  possibilities  for  further  analysis 
should  the  national  balance  sheet  ever  reach  the  degree  o£  de- 
velopment which  now  characterizes  the  national  income  and  product 
account.  Further  explorations  would  provide  ample  scope  for  several 
studies  of  this  nature;  no  further  developments  will  be  attempted  in 
this  one. 


CHAPTER  VII 
SCME  IMPLICATIONS  FOR  ECONOMIC  AND  MONETARY  THEORY 

It  is  frequently  the  case  that  when  a  new  block  of  empirical 
information  becomes  available  theoretical  developments  are  stimu- 
lated. Such  is  likely  to  be  the  case  with  measures  of  national  and 
sector  wealth.  It  is  the  purpose  of  this  chapter  to  explore  some 
of  the  possibilities  for  further  developments  in  economic  and  mone- 
tary theory  which  might  result  from  balance  sheet  information.  There 
is  hardly  a  comer  of  economics  ^ich  is  not  directly  related  to  some 
aspect  of  wealth  as  well  as  income.  We  shall  not  be  able  to  do  every- 
thing in  a  few  pages;  indeed,  we  will  hardly  be  able  to  do  more  than 
suggest  some  promising  lines  of  inquiry.  The  reader's  indulgence  is 
asked  if  he  is  frequently  left  iglth  the  feeling  that  there  is  more 
to  be  said;  we  shall  have  to  resist  the  temptation  to  follow  up 
some  tantalizing  leads. 

Wealth  items  or  balance  sheet  items  may  be  thought  of  as  stocks 
of  goods  or  claims  in  contrast  to  income  items,  v^ich  may  be  thought 
of  as  flows  over  a  period  of  time.  For  decades  the  attention  of 
economists  has  been  confined  largely  to  flows—income,  expenditure, 
savings,  investment,  production,  consumption.  Such  attention  as  has 
been  given  to  stocks  has  been  concentrated  almost  exclusively  on  money 
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and  capital  goods.  In  recent  years  there  has  been  Increased  interest 
in  the  theoretical  implications  of  stocks,  though  hardly  to  the  point 
where  a  fully  integrated  theoretical  structure  dealing  satisfactorily 
with  both  stocks  and  flows  can  be  said  to  exist. 

In  general,  for  every  flow  equilibrium  there  is  a  corresponding 
stock  equilibrium,  and  neither  may  persist  in  the  absence  of  the 
other.  In  some  cases  stocks  are  so  small  as  to  be  virtually  negli- 
gible in  the  adjustment  process,  so  that  flow  analysis  alone  will 
suffice.  In  other  cases  stocks  are  so  large  that  flov;  analysis  is 
quite  inadequate.  Interest  theory  provides  perhaps  the  best  example: 
stocks  of  capital  are  large  relative  to  flows  in  any  short  period; 
outstanding  stocks  of  securities  and  money  are  large  relative  to  the 
flows  in  any  short  period. 

Neo-classical  economists  generally  focused  attention  on  the  flow 
equilibrium  of  savings  and  investment  thought  to  be  achieved  via 
changes  in  the  interest  rate.  Keynes,  on  the  other  hand,  developed 
interest  theory  in  terms  of  a  stock  equilibrium.  The  demand  for  cash 
as  a  stock  (cash  to  hold,  not  cash  to  spend)  in  conjunction  with  the 
existing  stock  of  cash  determine  the  interest  rate  in  the  Keynesian 
system.  It  is,  of  course,  beyond  the  scope  of  this  study  to  attempt 
any  further  unravelling  of  interest  theory.  It  is  probably  safe  to 
say,  however,  that  no  rate  of  interest  is  an  equilibrium  rate  unless 
it  simultaneously  equates  planned  saving  and  investment  and  the  exist- 
ing and  desired  amounts  of  money. 

A  consideration  of  balance  sheet  items  also  leads  to  a  reformula- 
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tion  of  the  budget  restraint  which  appears  in  one  form  or  another 
In  most  general  equilibrium  systems.  Ordinarily  it  is  stated  in 
terms  of  prices  and  quantities  of  goods  purchased  and  incomes,  as, 
for  example: 

p^x^f  P2^2*  ^3^3"  •  •  •  ""  Vn"  ^ 

where  p^   •  price  of  the  i'^  good 

x^  ■  quantity  purchased  per  time  period 
of  the  ith  good 
y  ■  income  per  time  period^ 

The  introduction  of  stocks  of  goods,  money,  and  other  assets 
considerably  alters  the  nature  of  the  budget  restraint.  Since  con- 
siimers  may  own  goods  and  financial  claims,  and  since  the  prices  of 
these  instruments  are  subject  to  change,  the  budget  restraint  must 
recognize  the  possibility  of  capital  gains  and  losses  as  well  as  in* 
come  as  it  is  ordinarily  calculated.  There  are  the  further  possibili- 
ties of  borrowing,  selling  existing  assets,  or  reducing  cash  balances, 
so  that  expenditure  for  goods  in  any  one  time  period  is  in  no  way 
limited  to  income  received  in  that  time  period.  Income  plus  wealth 
plus  the  maximum  amount  which  can  be  borrowed  set  the  effective 
upper  limit  to  the  spending  of  any  one  period.  Some  of  these  impli- 
cations are  pursued  in  Patinkin's  recent  book.^ 

As  we  have  already  suggested,  there  is  a  need  for  reworking 
economic  theory  to  take  fully  into  account  stocks  as  well  as  flows. 


■•■See,  for  example.  Hicks,  op.  cit.,  p.  305. 

•'Don  Patinkin,  Money,  Interest  and  Prices  (Evanston,  Illinois: 
Row,  Peterson  and  Co.,  1956). 
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That  is,  there  is  a  need  for  a  fully  developed  theory  of  assets  and 
liabilities  to  be  integrated  into  the  main  body  o£  economic  doctrine, 
ttoreover,  it  would  appear  desirable  to  make  explicit  and  complete 
that  V7hich  is  frequently  implicit  and  partially  complete— namely,  a 
body  of  theory  for  each  sector  of  the  economy.  The  division  be- 
tween the  firm  and  the  household  is  well  established  as  is  the  dis- 
tinction between  foreign  and  domestic  transactions.  A  body  of  theory 
has  grown  up  around  the  banking  sector,  though  it  hardly  had  a  speak- 
ing acquaintance  with  the  main  body  of  economic  doctrine  until  Keynes 
and  still  remains  a  somewhat  undigested  lump. 

Nonbank  financial  institutions  have  been  virtually  ignored  even 
in  monetary  and  banking  theory  until  very  recently,  though  their 
activities  have  been  growing  in  importance  by  the  year.  Government 
activitiss  are  surely  of  sufficient  magnitude  to  warrant  further 
theoretical  development;  yet  they  do  not  fall  into  the  customary  molds 
of  firms,  households,  or  banks.  Nonprofit  institutions  make  strange 
bedfellows  for  households,  but  they  are  treated  as  such  on  the  rare 
occasions  when  they  are  formally  noticed  at  all.  vfe  arc  suggesting, 
in  short,  that  there  be  a  full-blown  theory  of  flows  (receipts  and 
expenditures)  and  stocks  (assets  and  liabilities)  by  sectors  and 
that  sectoring  be  done  on  a  basis  similar  to  this  study. 

Such  a  theory  would  recognize  that  saving  (additions  to  wealth) 
is  one  thing  and  the  composition  of  wealth  is  quite  another.  These 
are  two  related  but  quite  different  sets  of  decisions.  Some  flows 
represent  additions  to  wealth  or  saving;  other  floxfs  represent  mere 
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shifts  in  tha  conpositioa  of  assets  already  accumulated.  There  would 
be  no  great  problem  except  that  these  two  dissimilar  types  of  flows 
take  place  frequently  by  means  of  the  same  medium- -namely,  money. 
Failure  to  observe  these  distinctions  with  care  has  cost  dearly  in 
terms  of  confusion* 

A  glance  at  the  national  balance  sheet  indicates  that  household 
assets  are  generally  held  in  six  major  groupings: 

1.  Cash* 

2.  Tangible  assets  (such  as  land,  houses,  and  consumer 
durables) * 

3,  Equity  securities  or  unincorporated  business  equities. 

4,  Fixed  value  claims  (such  as  time  deposits,  savings 
and  loan  shares,  and  savings  bonds). 

5.  Fixed-income  claims  (such  as  mortgages,  corporate 
bonds,  foreign  bonds,  and  marketable  government  bonds). 

6,  Insurance  and  pension  reserves. 

The  major  household  liabilities  are  mortgage  credit,  consumer  credit, 
and  security  credit. 

Of  these  various  household  assets  and  liabilities,  only  two  have 
received  any  serious  theoretical  attention.  Cash  balances  have  been 
the  subject  of  much  work,  sometimes  under  the  heading  of  liquidity 
preference.  Still  more  recent  work  has  been  done  with  respect  to 
"securities,"  by  which  is  usually  meant  bonds  or  perpetuities; 
theoretical  vwrk  has  hardly  come  to  grips  with  equity  securities  at 
all. 
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It  is  truly  amazing  how  much  monetary  theory  treats  cash  bal- 
ances in  total  isolation.  Cash  is  part  of  an  over-all  structure  of 
assets  and  liabilities;  one  is  absolutely  limited  by  the  amount  of 
his  wealth  in  deciding  what  his  cash  holdings  shall  be  (^d.th  the 
possible  exception  of  borrowing  to  hold  cash— a  rare  phenonenon) .  In- 
deed, the  fe^7  recent  attempts  to  deal  with  securities  have  come  about 
mostly  in  connection  with  liquidity  analysis  and  interest  theory;  if 
changes  in  cash  balances  take  place  through  means  other  than  saving 
or  die-saving,  there  must  be  some  alternative  asset  for  households  to 

It  would  be  presumptuous  in  this  paper  to  attempt  a  thorough- 
going development  of  a  theory  of  household  assets  and  liabilities. 
Some  of  the  outlines  of  such  a  theory,  however,  come  readily  to  mind. 
If  we  may  proceed  to  that  level  of  abstraction  where  rationality  pre- 
vails, \<iQ  may  postulate  that  households  will  so  arrange  their  asset 
holdings  that  returns  from  each  type  of  asset  held  are  equalized  at 
the  margin  of  holdings.  That  is,  the  rate  ^jhich  discounts  expected 
future  returns  to  present  values  is  equal  for  every  asset.  It  then 
becomes  nncessary  to  explain  why  a  given  household  may  be  observed  to 
hold  assets  of  apparently  different  retums--a  savings  deposit  yield- 
ing 3  per  cent,  a  corporate  bond  yielding  5  per  cent,  and  a  share  of 
U.S.  Steel  yielding  4  per  cent,  for  example. 

This  is  the  point  at  ^^ilch  risk  and  liquidity  premiums  fit  into 
a  comprehensive  theory:  a  good  bit  of  work  has  already  been  done  in 
these  areas.  It  is  probably  also  necessary  to  assume  that  risk  and 
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liquidity  premiums  change  as  the  proportion  of  wealth  held  in  a  given 
form  changes.  Otherwise  all  wealth  vrould  be  held  in  the  form  of  that 
one  asset  vdiich  afforded  the  highest  return.  This  notion  is  some- 
thing liice  the  meaning  of  the  term  diversification'  in  the  financial 
world.  It  is  also  necessary  to  take  Into  account  the  costs  of 
changing  the  composition  of  assets;  transactions  then  take  place  only 
when  pirospective  gains  outweigh  the  costs  of  transferring  ownership. 

Willingness  to  undertake  liabilities  may  be  explained  In  terms 
of  the  prospective  returns  of  the  assets  to  be  acquired.  It  is  im- 
portant to  notice  at  this  point  that  returns  need  not  be  monetary;  In 
the  case  oZ   consumer  capital--i.e.,  liomes,  autos,  and  otlier  consumer 
durables— returns  are  mostly  imputed  but  are  nonetheless  present. 
Presumably  households,  like  businesses,  so  arrange  their  borrowing 
or  lending  until  returns  from  all  assets  are  equal  at  the  margin,  and 
are  also  equal  to  the  interest  cost  of  any  borrowed  funds.  That  ex- 
ternally imposed  limitations  (by  lenders)  sometimes  come  into  play 
long  before  this  point  is  reached  may  be  taken  to  indicate  imper- 
fection in  the  capital  markets.  It  may  also  indicate  sharply  rising 
risk  premiums  demanded  by  lenders  when  a  certain  level  of  liabilities 
has  been  reached  by  households.  It  may  indicate  more  simply  that  our 
assumed  rationality  which  is  so  rarely  present  in  practice  is  being 
forcibly  imposed  by  lenders. 

A  fully-developed  theory  of  business  assets  and  liabilities 
wouid  have  to  go  beyond  the  typical  analyses  of  capital  theory. 
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Capital  goods,  in  the  sense  of  plant  and  equipment,  are  only  a  seg- 
ment of  business  assets.  Inventories,  cash,  and  other  elements  of 
^•Torking  capital  play  important  roles  in  business  activity.  Capital 
theorists  frequently  fail  to  make  a  clear  distinction  betveen  busi- 
ness demands  for  funds  on  the  one  hand  the  demands  for  capital  goods 
on  the  other.  Furthermore,  the  demand  for  savings  to  finance 
capital  goods  purchases  (a  flow)  is  sometimes  confused  with  the  de- 
mand for  cash  balances  (a  stock),  Ttie  latter,  which  we  might  call 
business  liquidity  preference,  is  frequently  not  carefully  distin- 
guished from  household  liquidity  preference.  If  one  is  interested 
in  developing  a  liquidity  preference  theory  of  interest  or  anything 
else,  it  is  necessary  to  specify  exactly  whose  liquidity  is  meant. 

It  is  not  enough  to  explain  only  business  assets.  A  theory  of 
liabilities  is  iiecessary  for  business  in  general  and,  for  corpora- 
tions, one  which  encompasses  equity  securities  as  well.   If  profit 
maximization  may  be  assumed  as  the  goal  o£  entrepreneurs,  then 
firms  viill   presumably  continue  to  borrow  until  marginal  interest 
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For  cin  interesting  recasting  of  some  traditional  theory  into 

the  form  of  the  demand  and  supply  for  stocks  rather  than  flows,  see 
Kenneth  E.  Boulding,  ''A  Liquidity  Preference  Theoiry  of  Market 
Prices,"  Economica,  XIn.s.  (May»  1944),  55-63. 

^For  three  recent  papers  dealing  with  these  matters  see  Franco 
Modigliani  and  M.  H.  Miller,  The  Cost  of  Capital,  Corporation 
Finance  and  the  Theory  of  Investment,  American  Economic  Review, 
XLVIIl  (June,  1958),  261-297;  William  J*  Frazer,  Some  Factors  Affect- 
ing Business  Financing,   Southema  Economic  Journal,  XXV  (July,  1958), 
33-47;  Carl  A.  Dauten,  lov/ard  a  Theory  of  Business  Finance," 
Journal  of  Finance.  X  C-iay,  1955),  107-120. 
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costs  are  equal  to  marsinal  rstums  from  investment,  discounted  in 
some  fashion  for  risk.  For  corporations,  financing  is  presumably 
distributed  between  debt  and  equity  issues  so  as  to  equalize  at  the 
nargin  the  cost  of  capital--provided,  that  is,  tliat  the  cost  of 
equity  capital  can  be  measured  satisfactorily. 

It  is  doubtful  whether  much  headway  can  be  made  in  developing 
a  theory  for  the  government  sector,  since  governments  are  supposedly 
immune  to  most  of  the  considerations  which  govern  household  and 
business  economic  activity.  y>enefits  from  government  activity  are 
rarely  measured  in  the  marketplace,  so  that  any  attempt  at  a  theo- 
retical treatment  leads  almost  immediately  into  inter-personal  com- 
parisons of  utility  or  one  of  its  allegedly  measurable  variants. 
The  soundest  policy  is,  perhaps,  to  regard  virtually  all  government 
activities  as  exogenous  to  the  economic  system,  excepting  possibly 
the  automatic  stabilizers.  At  any  rate,  it  is  not  necessary  for  the 
purposes  of  this  study  to  take  a  stand  on  such  Issues. 

It  is  possible,  however,  to  recognize  that  government  activities 
have  an  impact  on  the  asset-liability  structure  of  the  economy  as 
well  as  the  income-expenditure  patterns.  This  has  been  recognized 
for  some  time  with  respect  to  the  federal  debt,  though  far  too  much 
discussion  proceeds  as  though  the  debt  existed  in  a  vacuum.  It  is 
only  a  part  (though  a  very  large  part)  of  a  vast  structure  of  claims 
and  liabilities;  its  place  in  the  economy  can  hardly  be  fully  des- 
cribed without  such  a  statement  as  the  national  balance  sheet  or  the 
flow-of-funds  accounts.  Other  financial  features  of  the  government 
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sector  which  af f oct  the  uatiou' s  asset-liability  structure  are  trust 
fuiids,  sinking  funds,  lending  oper<itions--priacipally  a^ricultura, 
housing,  and  foreign— and  insuring  operations.^ 

Banlciug  as  a  separate  sector  has  been  the  object  of  study  for 
decades,  though  econoiaic  tlieory  and  monetary  theory  have  led  some- 
what independent  lives.  It  is  a  curious  thing  that  in  liquidity  pre- 
ference theory  the  quantity  of  money  (which  in  coajunction  with  a 
liquidity  preference  schedule  determines  the  interest  rate)  is  taken 
as  given,  or  at  least  uniquely  established  by  the  action  of  the 
monetary  authorities.  This  is  certainly  not  true  under  conditions 
of  deep  depression  and  serves  only  as  a  fairly  accurate  apprcxi- 
mation  in  circumstances  cf  inflation.  Given  the  si^e  of  bank  re- 
serves and  reserve  requirements,  the  potential  supply  of  bank  money 
may  be  uniquely  determined.  Even  this  is  net  strictly  true  in  the 
United  States  today;  it  depends  on  which  banks  have  reserves  and  in 
what  amounts.  The  money  supply,  in  short,  is  one  of  the  variables, 
not  one  cf  the  parameters. 

It  is  only  recently  that  nonbank  financial  intermediaries  have 
begun  to  receive  the  atte-ation  warranted  by  their  size.^  Their 

^For  a  discussion  of  the  aspects  of  federal  finance,  see 
Raymond  J.  Saulnier,  llarold  G,  Halcrow,  and  Neil  H.  Jaccby,  Federal 
Lending  and  Loan  Insurance  (Princeton:  Princeton  University  Press, 
1558). 

^See  Raymond  W.  Goldsmith,  Financial  Intermediaries  in  the 
American  Economy  Since  1900  (Princeton:  Princeton  University  Press, 
1958).  See  also  a  series  of  articles  by  John  G.  Gurley  and  Edward 
S.  Shaw  as  noted  in  the  bibliography.  Much  of  their  line  of  argu- 
ment is  summarised  and  criticized  in  John  M.  Culbertson,  'Inter- 
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liabilities  (savings  and  loan  shares,  pension  and  insurance  re- 
serves, etc.)  are  among  the  largest  household  assets.  A  complete 
theory  of  assets  and  liabilities  \>K3uld  explain  vThy  households  pre- 
fer to  own  claims  on  financial  intermediaries  rather  than  owning 
directly  the  stocks,  bonds,  and  mortgages  which  comprise  the  bulk  of 
the  assets  of  financial  intermediaries.  Indeed,  it  is  first 
necessary  to  explain  why  households  choose  to  own  stocks,  bonds, 
and  mortgages  (which  are  claims  against  economic  units  which  them- 
selves own  tangible  assets)  rather  than  directly  owning  tangible 
assets.  It  is  characteristic  of  all  highly  developed  economies  that 
ownership  of  wealth  is  one,  two,  or  even  more  stages  removed  from 
actual  physical  control.  Some  of  the  implications  of  these  super- 
imposed layers  of  claims  have  been  explored  by  Goldsmith.'   It  is,  of 
course,  beyond  the  scope  of  this  paper  to  attempt  the  development  of 
a  comprehensive  theory  of  financial  intermediaries.  It  is  likely, 
however,  that  it  would  Involve  those  considerations  of  liquidity, 
risk,  and  diversification  mentioned  above,  with  the  added  factor  of 
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economies  of  scale  in  managing  financial  investments. 


mediaries  and  Monetary  Theory:  A  Criticism  of  the  Gurley-Shaw 
Theory,"  American  Economic  Review.  XLVIII  (March,  1958),  119-131. 
A  well-done  reply  by  Gurley  and  Shaw  follows  immediately. 

'Goldsmith,  Financial  Intermediaries,  pp.  18-48. 

^Keynes  makes  some  interesting  observations  concerning  the  trans- 
formation of  the  ownership  of  highly  illiquid  assets  (plant  and  equip- 
ment) into  liquid  claims.  The  discussion  is  oriented  towards  common 
stocks  but  is  equally  applicable  to  the  activities  of  financial  inter- 
mediaries. The  disastrous  record  of  occasional  mass  attempts  to  ex- 
ercise simultaneously  these  liquidity  features  is  wellknown,  espec- 
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Nonprofit  institutions  do  not  lend  themselves  easily  to  theo- 
retical treatment.  To  the  extent  that  their  services  are  sold  they 
may  be  treated  in  the  business  sector.  If  their  expenditures  were 
entirely  financed  by  consumer  gifts  and  grants,  they  could  be 
treated  as  consumers'-as  is  done  by  the  National  Income  Division,  It 
is  sometimes  asserted  that  their  operations  are  relatively  so  small 
that  almost  any  treatment  has  little  effect  on  national  aggregates. 
It  would  appear  to  the  writer  that  insufficient  data  are  available 
to  confirm  or  reject  this  view,  especially  with  respect  to  assets  and 
liabilities.  It  trould  seem  preferable  to  treat  nonprofit  institutions 
as  an  autonomous  sector. 

We  have  now  sketched  the  outlines  of  an  over-all  economic  theory 
by  sectors— one  which  treats  stocks  as  well  as  flows.  We  are  not 
suggesting  much  in  the  way  of  new  theory— only  a  some^'jhat  more  ex- 
plicit statement  of  the  framework  in  which  virtually  all  investi- 
gators have  done  their  work. 

The  view  of  the  economy  which  is  suggested  by  the  national 
balance  sheet  (and  the  flow-of-funds  accounts)  is  full  of  implica- 
tions for  monetary  theory  and  policy— few  new  truths,  to  be  sure, 
but  new  ways  of  looking  at  old  ones.  The  national  balance  sheet  pro- 
vides what  is  probably  the  best  possible  picture  of  the  environment 
in  which  monetary  policy  operates.  Every  policy  instrument  applies 
to  assets  and  liabilities  and  to  those  flows  which  represent  changes 

ially  that  following  1929.  See  Keynes,  op.  cit.,  pp.  159-160. 
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in  holdings  of  assets  and  liabilities  as  opposed  to  flows  of  ia- 
comes  and  products.^  It  is  worth  noting  that  not  a  single  factor 
controlled  directly  by  monetary  policy  appears  in  the  national  in- 
come and  product  accounts.  This  is  perhaps  why  so  many  attempts  to 
connect  the  money  supply  or  monetary  policy  and  national  income  are 
loaded  with  apparent  non  saquiturs;  evsryoae  knows  there  must  be  some 
linlc,  but  its  precise  nature  is  elusive. 

Those  aspects  of  econonic  activity  which  are  described  by  tlie 
national  balance  sheet  and  the  flow-of-funds  accounts,  however, 
supply  the  missing  links.  Monetary  policy  brings  pressures  to  bear 
on  stoclcs  (assets  and  liabilities)  and  those  flows  which  result  from 
changes  in  holdings  of  stocks.  In  the  national  balance  sheet  as  it 
is  developed  in  this  study,  there  are  630  possible  cells  to  be  filled 
in  with  numbers.  Monetary  policy  may  be  thought  of  as  influencing 
all  of  these  cells  by  policy  instruments  which  operate  directly  on 
only  a  few  strategically  located  ones.  A  few  moments'  reflection 
will  suffice  to  malce  clear  which  cells  in  the  national  balance  sheet 
fall  under  the  direct  control  of  monetary  policy,  namely: 

1.  Member  bank  reserves  (assets)  and  the  corresponding  li« 
abilities  at  Federal  Reserve  Banks. 

2.  Member  bank  borrowings  from  the  Federal  Reserve  Banks 
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This  is  the  distinction  made  in  the  flov7-of- funds  accounts  be- 
tween financial  and  nonfinancial  transactions.  Nonfinancial  trans- 
actions include  payments  for  salaries  and  wages,  rent,  interest,  divi< 
dends,  insurance  premiums »  and  purchases  of  goods  and  services* 
Financial  transactions  cover  only  changes  in  intangible  assets  and 
liabilities. 
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(liabilities)  and  the  corresponding  Federal  Rsserve  assets. 

3.  Reserve  Bank  holdings  of  govertmient  securities. 

4.  Security  credit. 

5.  Installment  credit  (at  certain  past  times). 

6.  Mortgage  credit  (at  certain  past  times). 

It  should  be  mentioned  at  this  point  that  monetary  policy  actions 
and,  for  that  matter,  interest  rate  changes  in  general  have  aa  im- 
pact on  asset  and  liability  values  throughout  the  economy.  Indeed, 
the  causal  chain  by  which  monetary  policy  actions  influence  eco- 
nomic decisions  may  be  traced  as  well  through  asset-liability  relation- 
ships as  through  funds-flow  relationships. 

Consider,  for  example,  a  prospective  investment  in  a  tangible 
capital  good  ^ich  is  expected  to  yield  a  return  (making  suitable 
allowances  for  risk)  of  5  per  cent.  If  funds  can  be  obtained  at  4 
per  cent  the  investment  ^d.11  presumably  be  made.  Wow  suppose  that 
monetary  policy  actions  result  in  generally  higher  interest  rates  so 
that  the  prospective  borrower  must  pay  6  per  cent.  In  terms  of  flows 
of  income  and  interest  payments,  the  prospective  investment  is  seen 
to  be  unattractive. 

Consider  now  the  same  situation  examined  from  the  viewpoint  of 
the  balance  sheet.  In  the  circumstances  first  outlined,  the  present 
value  of  the  prospective  investment  discounted  at  4  per  cent  (the 
rate  at  T'jhich  funds  are  obtainable)  exceeds  the  cost  of  ths  asset, 
so  that  the  investment  x-Till  be  made.  Like^d.se,  the  present  values 
of  similar  existing  assets  will  exceed  the  cost  of  the  asset  to  be 


147 
newly  produced.  After  the  shift  in  interest  rates,  the  present  values 
of  the  existing  assets,  as  well  as  that  of  the  asset  which  would  be 
newly  produced,  would  fall  below  the  production  cost  of  the  assets 
in  question.  The  investment  would  not  take  place, ^® 

The  need  for  further  developments  in  economic  theory  with  re- 
spect to  stock  equilibria  as  well  as  flow  equilibria  has  been  suggest- 
ed above.  Such  a  development  is  well  under  way  in  monetary  theory; 
this  is  one  of  the  points  at  vrhich  the  integration  of  economic  and 
monetary  theory  is  likely  to  be  most  fruitful . 

An  issue  of  some  years'  standing  in  monetary  policy  is  that  of 
the  relative  merits  of  long*  or  short-term  securities  in  open  market 
operations.  The  balance  sheet  provides  infonoation  which  will  be 
useful  in  assessing  the  probable  results  of  alternative  courses  of 
action.  If  short-term  securities  are  used,  it  is  with  the  expecta- 
tion that  interest  rate  changes  will  be  transmitted  to  longer-term 
borrowing  as  well.  Such  changes  can  be  transmitted  only  if  at  some 
points  in  the  economy  there  are  actual  or  potential  dealings  by  the 
same  economic  units  in  both  kinds  o£  securities.  The  national 
balance  sheet  gives  this  information  with  respect  to  actual  holders 
and  suggeeCs,  as  no  other  single  statement  can,  potential  holders. 

Another  question  of  increasing  importance  in  recent  years  is 


This  and  other  aspects  of  the  relationship  between  monetary 
policy  and  capital  values  are  explored  in  a  paper  prepared  for  early 
publication  in  the  Journal  of  Finance.  See  C.  A.  Matthews,  "Mone- 
tary Controls  and  Capital  Values, '  to  be  published  in  the  Journal  of 
Finance,  September  or  December,  1959* 
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the  question  of  the  effectiveness  of  presently  available  monetary 
policy  weapons  in  the  light  of  the  rapid  growth  of  nonbank  financial 
intermediaries  and  the  relative  shrinkage  of  commercial  banking.   It 
is  sometimes  argued  that  much  lending  and  borrowing  escapes  the  in- 
fluence of  monetary  policy  and  that  some  new  powers  are  needed  by 
the  monetary  authorities  if  these  are  successfully  to  achieve  their 
objectives.  A  related  argument  is  that  conmerclal  banks  suffer  un- 
due discrimination  in  bearing  the  brunt  of  monetary  policy.  The 
national  balance  sheet  provides  a  particularly  valuable  means  of 
evaluating  these  arguments  since  it  shows  in  one  place  the  entire 
asset-liability  structure  of  the  economy  and  the  respective  roles  of 
bank  and  nonbank  financial  intermediaries . 

In  approacliing  these  problems »  let  us  first  point  out  that  as  a 
general  rule  lending  by  nonbank  intermediaries  comes  from  voluntary 
savings;  any  resulting  investment  spending  financed  by  these  institu- 
tions will  not  destroy  the  savings-investment  balance  and  hence  will 
not  tend  to  alter  the  level  of  the  national  income.  The  banking  sys- 
tem is  unique  in  its  power  to  "create'  the  means  of  payment;  it  alone 
brings  into  being  its  own  liability  in  the  process  of  lending.  It 
is  sometimes  argued  that  banks,  like  nonbank  intermediaries,  can  do 
nothing  to  destroy  the  savings-investment  equality.  If  new  deposits 
are  created  to  finance  investment,  someone  in  the  economy  must  own 
these  deposits  after  the  borrower  makes  his  investment,  and  these 
individuals  have  "saved— that  is,  spent  less  than  their  income8--or 
else  they  would  not  now  own  the  deposits.  This  is,  however,  only 
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the  old  confusion  between  ex  ante  and  ex  post  magnitudes.  Even  in 
the  woret  of  inflations,  at  auy  given  moment  someone  must  hold  all 
existing  cash  balaiices,  however  temporarily.  Moreover,  ex  post  or 
realised  savings  and  investment  are  equal  for  any  particular  period, 
no  matter  how  temporary  the  saving,  We  should  perhaps  refom^ulate 
our  above  statement  by  saying  that  as  a  general  rule  resources  of 
nonbank  intermediaries  represent  realized  savings  plans,  whereas 
bank  deposits  need  not. 

There  are  several  possible  situations  in  which  lending  by  vion- 
banl:  intermediaries  ^.rf.11  not  be  strictly  financed  by  planned  savings; 
these  represent  the  only  circumstances  in  Tidiich  such  intermediaries 
may  contribute  to  an  inequrdity  betv/een  planned  saving  and  planned 
investment.  Consider,  for  example,  a  situation  in  which  individuals 
deposit  previously  acciaaulated  cash  balances  with  financial  inter- 
mediaries, so  that  subsequent  lending  may  lead  to  investment  not  off- 
set by  saving  in  the  current  period.  This,  however,  is  not  a  prob- 
lem unique  with  respect  to  financial  institutions.  Any  attempt  to 
reduce  previously  accumulated  cash  balances  is  inflationary 
(assuming  full  employment),  whether  the  occasion  is  the  purchase  of 
a  new  Cadillac  or  a  deposit  in  a  savings  bank  which  indirectly  fi- 
nances investment  spending.  Attempted  reductions  in  cash  balances 
(a  leftward  shift  of  the  liquidity  preference  curve  of  the  various 
nonbanlt  sectors)  is  an  ever-present  threat  to  stability,  and  one 
with  which  existing  policy  instruiuents  must  already  deal.  New 
powers  are  hardly  needed  at  this  point,  at  least  not  on  account  of 
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financial  intermediaries . 

Another  possibility  is  that  intemediaries  themselves  may  hoard 
or  dishoard-»that  is,  thwart  the  e;;  ante  saviags-investmeut  equality 
by  accumulating  savings  as  cash  balances  or  reducing  cash  balances  to 
lend  more  than  currently  received  savings.  Hoarding  or  dishoarding 
is  a  generally  recogaivsed  phenoraenon  '.d-th  respect  to  households  or 
business;  it  is  a  somewhat  neglected  idea  in  the  present  connection. 

Under  inflationary  conditLoas,  the  imposition  o£  cash  reserve  re- 
quirements could  prevent  the  using  of  cash  balances  to  sustain  lend- 
ing operations  in  excess  of  new  deposits.  Such  a  proposal  deserves, 
on  theoretical  grounds,  some  study,  though  a  glance  at  the  flow-of- 
funds  accounts  for  the  post  World  War  II  years  suggests  that  there  is 
virtually  no  inflationary  impact  at  all  from  this  source.  In  a  de- 
flationary crisis,  cash  reserve  requireneuts  for  intermediaries  could 
not  prevent  hoarding  by  intermediaries  any  more  than  they  can  prevent 
hoarding  of  excess  reserves  by  banks.  About  the  only  effective 
forces  are  those  which  provide  the  liquidity  ^"hich  the  whole  economy 
is  so  desperately  seeking--a  need  vjhich  at  present  can  be  filled  by 
Federal  Reserve  open-market  purchases  and  rediscounting,  by  Federal 
National  Mortgage  Association  purchases  of  mortgages;  in  fact,  by 


For  a  discussion  of  the  role  of  hoarding  by  financial  inter- 
mediaries  in  the  contraction  of  the  early  1930' s,  saa  Homer  Jones, 
"The  Optimum  Rate  of  Investment,  the  Savings  Institutions  and  the 
Banks,"  American  Sconomic  Review  Supplement,  XXXVIII  (May,  1948), 
321-339. 
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any  device  which  serves  to  make  illiquid  assets  of  the  public  con- 
vertible into  more  liquid  assets.  In  short,  there  appears  to  be 
little  warrant  for  additional  monetary  policy  devices  to  control 
hoarding  or  dishoarding  by  intermediaries. 

The  only  other  means  by  which  nonbank  intermediaries  may  con- 
tribute to  an  imbalance  between  planned  saving  and  investment  is 
through  borrowing. 12  jf  borrowing  is  done  from  banks,  existing  in- 
struments of  monetary  policy  which  already  control  bank  lending  may 
be  used.  The  only  other  source  aside  from  savings  in  the  private 
sectors— which,  being  savings,  do  not  upset  the  savings-investment 
equality— is  the  federal  government.  Lending  by  government  agencies 
under  their  various  programs  or  purchasing  privately-held  securities 
such  as  mortgages  does,  of  course,  provide  funds  to  financial  inter- 
mediaries as  well  as  to  other  sectors  of  the  economy.  That  mone- 
tary policy  can  to  some  extent  be  thus  circumvented  is  not  an  argu- 
ment for  control  of  nonbank  intermediaries;  it  is  rather  an  argument 

13 
for  a  fully  co-ordinated  monetary  policy.    In  short,  nonbank 

'■^That  is,  through  other  than  their  usual  channels  of  securing 
funds.  >fe  twuld  not  include  increases  in  savings  deposits  (liabili- 
ties) of  mutual  savings  banks,  for  example. 

13 

It  must  be  emphasized  at  this  point  that,  given  our  present  fi- 
nancial structure,  the  Federal  Reserve  System  is  the  ultimate  creator 
of  liquidity.  The  ability  of  the  other  sectors  (including  the  federal 
government)  to  furnish  liquidity  to  the  economy  is  strictly  limited 
in  the  absence  of  aid  from  the  Federal  Reserve  System,  though  cash 
balances  held  by  the  Treasury  and  other  government  funds  and  agencies 
provide  some  leeway. 

Consider,  for  example,  a  situation  in  which  a  government  agency 
is  supplying  funds  to  the  economy  by  purchasing  mortgages  at  the  same 
time  that  the  Board  of  Governors  is  pursuing  a  policy  of  credit 
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financial  intermediaries  present  no  problems  that  cannot  be  handled 
with  existing  monetary  policy  instruments  or  that  are  not  part  of  a 
broader  problem,  like  that  of  government  agencies  moving  at  cross- 
purposes  with  Federal  Reserve  policies. 

Another  feature  of  the  economic  system  that  is  made  prominent 
by  the  national  balance  sheet  is  the  superstructure  of  debt.  The 
existence  of  debt  in  large  amounts  is  full  of  implications  for  eco- 
nomic theory,  few  of  which  have  yet  been  fully  developed.  It  has 
been  said,  for  example,  that  prices  and  wages  are  indeterminate  in 
most  classical  and  neo-classical  models;  a  proportionate  change  in 
all  prices  and  wages  would  not  affect  the  equilibrium  condition  of 
the  system.  The  quantity  theory  of  money  or  one  of  its  variants  has 
then  been  introduced  so  that,  given  the  quantity  of  money  in  the 
system,  a  unique  equilibriian  is  determinable.  Even  at  this  extreme 
level  of  abstraction,  it  might  be  more  accurate  to  say  that  all  in- 
struments, the  price  or  dollar  value  of  which  are  fixed  in  amount, 
not  just  money,  enter  into  the  fixing  of  equilibrium.  Or  putting 
the  matter  in  a  slightly  different  way,  introducing  constants  into 
the  system  destroys  its  zero-degree  homogeneity;  a  system  xjhose 
terms  were  all  ratio  variables  must  now  accomnodate  Itself  to  con- 


stringency. The  Treasury  will  eventually  be  obliged  to  seek  funds 
in  the  market  so  that  funds  supplied  at  one  point  in  the  economy 
are  taken  away  at  another.  In  short,  without  the  co-operation  of 
the  Federal  Reserve  System,  the  Treasury  cannot  alter  significantly 
the  total  of  funds  available  to  the  economy.  It  can,  however,  alter 
the  composition  of  private  security  holdings  by  substituting,  in 
effect,  government  debt  for  private  debt,  a  power  which  is  far  from 
negligible. 
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stants . 

At  a  somewhat  less  restrictive  level  of  analysis,  it  may  be 
asserted  that  a  stock  of  debt  in  existence  at  some  particular  point 
in  time  indicates  the  pattern  of  interest  and  principal  payment  flows 
which  will  take  place  in  the  future.  When  attempts  are  made  to 
measure  the  impact  of  debt  on  sectors  or  individual  units  of  the  econ- 
omy, comparisons  with  income  flows,  liquid  assets,  or  even  total 
assets  held  are  steps  in  the  right  direction,  but  only  steps.  The 
addition  of  some  relatively  simple  information  about  maturities  and 
annual  debt  service  flows  would  greatly  improve  our  ability  to 
assess  the  burden  of  debt  at  various  points  in  the  economy. 

In  this  connection,  the  development  of  balance  sheet  and  funds 
flov7S  data  should  add  to  the  accuracy  of  our  estimates  of  future 
flows.  Budgets  of  macroeconomic  data,  somewhat  in  disrepute  since 
the  early  post  war  experiences,  are  probably  more  feasible  than  at 
any  time  in  the  past.  Inconsistencies  in  projected  income  and  pro* 
duct  figures  may  appear  xAien   detailed  tie-ins  with  projected  balance 
sheet  and  funds  flow  data  are  required.  It  is  true  that  such  an 
attempt  adds  greatly  to  the  number  of  future  unknowns  which  must  be 
estimated,  but  it  also  adds  to  the  number  of  future  magnitudes  which 
may  be  estimated  with  a  great  deal  of  certainty.  Debt  service  flows, 
for  example,  may  be  estimated  with  a  high  degree  of  certainty  if 
enough  is  known  about  the  composition  of  existing  debt.  Capital  con- 
sumption charges  may  be  estimated  closely  from  existing  stocks  of 
capital  goods.  The  money  supply  for  one  or  two  years  in  the  future 
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may  be  closely  estimated,  given  certain  assumptions  about  monetary 
policy,  as  may  be  the  federal  debt,  given  budget  information.  Sur- 
vey data  as  to  projected  business  and  consiimer  durable  expenditures 
provide  still  more  building  blocks  for  the  estimates. 

As  we  have  already  indicated,  an  exhaustive  listing  of  those 
parts  of  economic  theory  which  relate  to  balance  sheet  data  is  well 
beyond  the  scope  of  this  paper.  We  have  made  only  a  few  observa- 
tions; the  reader  perhaps  can  supply  others.  It  suffices  to  say  that 
stocks  of  economic  goods  and  claims  against  these  goods  as  portrayed 
by  the  national  balance  sheet  pose  questions  which  lie  at  the  very 
heart  of  economic  theory.  The  empirical  work  involved  in  developing 
the  balance  sheet  cannot  avoid  some  fruitful  stimulation  of  theo- 
retical work  as  well. 


CONCLUSION 


This  study  has  undertaken  the  construction  of  a  conceptual 
framework  for  the  measureraent  of  national  wealth,  an  objective 
\diich  has  been  approached  through  the  presentation  of  a  national 
balance  sheet.  In  the  course  of  attempting  to  fulfill  this  primary 
purpose  the  study  has  been  led  into  a  consideration  of  certain 
other  objectives  as  V7ell.  The  integration  of  the  developing  balance 
sheet  with  other  social  accounting  measures  has  appeared  to  be  a 
natural  and  desirable  goal,  and  has  affected  some  of  the  decisions 
talcen  with  respect  to  the  form  and  content  of  the  balance  sheet  it- 
self. Likewise,  some  implications  for  economic  and  monetary  theory 
seem  to  arise  almost  inevitably  xAen  one  begins  to  eicamine  the 
economy  from  the  viewpoint  of  the  balance  sheet.  A  brief  explora- 
tion of  some  of  these  implications  has  become  a  part  of  this 
study. 

The  primary  objective — that  of  developing  the  conceptual  frame- 
work of  the  national  balance  sheet--has  been  pursued  by  grouping 
the  problems  involved  under  three  broad  headings  and  considering 
these  groupings  one  at  a  time.  The  first  group  concerns  the  proper 
definition  and  delineation  of  the  national  wealth.  The  study  does 
not  pretend  to  have  solved  satisfactorily  all  of  the  problems  in 
this  area.  It  has,  however,  proposed  solutions  and  presented 
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alternative  points  of  view.  It  is  doubtful,  perhaps,  that  complete 
and  final  ansxvers  can  ever  be  given  to  all  of  the  questions  involved 
in  a  rigorous  definition  of  vealth,  but  the  writer  is  firmly  con- 
vinced that  answers  as  satisfactory  as  those  developed  in  defining 
income  are  vTithin  reach.  There  seea  to  be  few  people  who  are  now 
willing  to  abandon  the  measurement  of  national  income  and  product 
just  because  the  conceptual  structure  has  a  few  cracks  and  gaps  that 
are  rather  a\vkwardly  papered  over  here  and  there. 

The  second  group  of  problems  considered  has  to  do  with  placing 
values  on  the  items  vdiich  appear  in  the  national  balance  sheet.  At 
this  point  the  balance  sheet  does  not  fare  quite  as  well  as  the 
measure  of  gross  national  product.  The  reason  is  that  market  values 
are  available  for  a  large  share  of  the  items  appearing  in  the  gross 
national  product  but  for  only  a  small  portion  of  tangible  assets 
which  appear  on  the  national  balance  sheet.  The  solution  adopted  in 
this  study—namely,  original  cost  adjusted  by  means  of  price  indexes 
to  current  cost--is  not  wholly  satisfactory,  especially  in  the  case 
of  a  declining  industry  using  highly  specialized  equipment.  Still, 
the  balance  sheet  is  no  worse  off  than  the  measures  of  net  national 
product  or  of  national  income,  since  these  depend  on  the  capital 
consumption  allowance.  All  of  the  difficulties  in  measuring  the 
values  of  tangible  capital  goods  apply  with  equal  force  to  the  capi- 
tal consumption  allowance.  In  fact,  the  development  of  the  balance 
sheet  infciMation  proposed  in  this  study  and  elsewhere  Td.ll  provide 
the  necessary  data  for  improving  the  quality  of  the  capital  consump- 


157 

tlon  allowance  estimate  and  thus  make  the  income  and  product  accounts 
better  in  the  process.  There  are  again  probably  no  perfect  answers 
to  some  of  the  valuation  questions »  but  there  are  some  which  better 
approximate  perfect  answers  than  others. 

The  third  group  of  problems  in  designing  the  framework  of  the 
national  balance  sheet  has  to  do  with  sectoring  the  economy  so  that 
some  disaggregation  is  possible  in  analyzing  the  national  wealth. 
The  solutions  proposed  are  very  close  to  the  sectoring  found  in  the 
revised  flow-of- funds  accounts,  with  the  important  exception  that 
the  Federal  Eleserve  System  is  shown  as  a  separate  sector. 

Once  the  basic  conceptual  structure  has  been  outlined,  the  frame- 
work is  filled  with  estimates  for  two  recent  years,  mostly  to  illus- 
trate the  preceding  discussion  of  conceptual  problems*  After  the 
reader  has  had  the  opportunity  to  examine  the  proposed  national  bal« 
ance  sheet,  some  of  the  problems  ^ich  are  especially  pertinent  to 
the  manner  in  which  sector  and  national  wealth  are  related  are  re* 
examined  in  more  detail.  At  this  point  what  is  perhaps  the  most 
difficult  conceptual  problem  in  the  entire  study  becomes  apparent— 
the  possibility  of  a  very  large  discrepancy  between  corporate  shares 
at  market  value  and  the  underlying  net  asset  values. 

This  issue,  coming  as  it  does  after  a  recital  of  other  very 
difficult  problems,  might  be  for  the  reader  the  last  straw.  He 
might  conclude  that  the  problems  involved  in  preparing  the  national 
balance  sheet  are  insoluble  and  that  its  preparation  should  not  even 
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be  undertaken.  The  writer,  ne3dless  to  say,  does  not  share  this 
opinion.  This  study  has  already  pointed  out  that  some  o£  the 
knottier  problems  discussed  earlier  have  their  counterparts  in  the 
measurement  of  national  income  and  product  and  that  the  usefulness-- 
even  indispensable  character- -of  the  inccane  and  product  figures  is 
not  thereby  fatally  damaged. 

Even  the  large  discrepancy  between  share  and  corporate  net 
asset  values  is  not  a  fatal  weakness--it  is  perliaps  on  closer  exam- 
ination not  a  \;eakness  at  all.  The  existence  of  such  a  discrepancy 
is  a  fact  with  which  economic  theory  has  hardly  yet  come  to  grips. 
It  might  become  just  as  important  for  analysis  to  know  the  size  of 
this  discrepancy  as  it  is  to  know  any  of  the  other  figures  on  the 
national  balance  sheet.  Certainly  this  is  a  question  which  deserves 
further  investigation,  a  course  of  action  not  likely  to  be  furthered 
by  abandoning  the  national  balance  sheet  and  pretending  that  such 
problems  do  not  exist. 

In  short,  the  writer  has  arrived  at  the  conclusion  that  a 
national  balance  sheet  would  represent  a  useful  addition  to  our  des- 
criptive and  analytical  measures  of  economic  activity.  It  provides 
information  about  economic  units  and  sectors  within  the  economy 
which  cannot  be  contained  within  the  framework  of  the  other  social 
accounting  measures,  a  fact  of  which  economic  theorists  and  others 
are  becoming  increasingly  well  aware.  This  study  emphasizes  what 
other  writers  have  already  demonstrated- -that  a  national  balance 
sheet  can  be  prepared.  Iloreover,  the  present  study  goes  beyond  this 
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point  and  indicates  the  feasibility  of  a  balance  sheet  which  fits 
together  with  national  income  and  funds-flov/  statements  to  form 
an  integrated  system  of  social  accounts  for  the  nation. 

As  the  reader  may  verify »  no  attempt  has  been  made  to  camou- 
flage the  many  problems  vriiich  appear  in  the  coarse  of  the  study. 
Though  positive  solutions  have  been  proposed,  the  study  makes  no 
claims  that  the  matters  discussed  are  settled  finally  and  complete- 
ly. We  have  pertiaps  given  undue  emphasis  to  some  of  the  problems; 
a  reasonably  adequate  balance  sheet  has,  after  all,  been  prepared. 
It  is  the  writer's  hope  that  this  work  will  contribute  to  the  goal 
of  an  officially  prepared  and  published  national  balance  sheet  and 
will  stimulate  some  further  examination  of  the  issues  involved. 
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